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A FORM OF DEPRESSION FINANCE — CORPORATIONS 
PLEDGING THEIR OWN BONDS 


ace pledge by a corporation of its own bonds as collateral 
for a loan is a security device far antedating the modern 
era of corporate finance.’ Although a corporation may pledge 
its unsecured debentures * and even its own stock,’ pledges of 
secured bonds, chiefly those secured by a mortgage upon real 
estate, predominate in commercial financing of this kind and are 
the primary concern of the present article. 

The practice of a corporation’s pledging its own mortgage bonds 
extends into innumerable situations, which fall roughly, however, 
into three general types of transactions. The first is particularly 
evident as a product of economic depressions. When the sale 
of an issue of mortgage bonds in the open market is possible only 


1 See James v. Railroad, 6 Wall. 752 (U. S. 1867); Androscoggin R. R. v. 
Auburn Bank, 48 Me. 335 (1861) ; Morris Canal & Banking Co. v. Fisher, 9 N. J. 
Eq. 667 (1855); Morris Canal & Banking Co. v. Lewis, 12 N. J. Eq. 323 (1858); 
Curtis v. Leavitt, 15 N. Y. 9 (1857); Jesup v. City Bank, 14 Wis. 331 (1861). 

2 Pledges of unsecured debentures will be considered only insofar as they serve 
to illustrate certain important aspects of the subject of pledges of secured bonds. 
See pp. 1103-04, 1113-15, infra. 

8 The subject of the pledge by a corporation of its own stock, chiefly utilized 
to give voting power to a creditor, is today limited in importance and will not 
be explored. See CLARK AND MARSHALL, PRIVATE CorPORATIONS (1901 and Supp. 
1908) § 387; 1 Cook Corporations (8th ed. 1923) § 247; 2 id. § 465; MorAWETZ, 
Private CorPoRATIONS (2d. ed. 1886) § 349. 
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at a serious discount from their face value, a corporation may 
have recourse to this expedient in order to obtain funds through 
a temporary bank loan, securing the lender by a pledge of its 
bonds theretofore unissued, or held in the corporate treasury. 
Such a pledge is generally made under the terms of the lending 
bank’s ordinary collateral loan agreement, and, in order to satisfy 
the bank as to the security, at a certain ratio of the current market 
value of the bonds to the face amount of the loan. As a result, 
frequently the pledged bonds greatly exceed in face amount the 
loan received by the corporation.* The second general type of 
these pledges may often appear as a form of early post-depression 
financing. When long-term mortgage bonds cannot be disposed of 
by a corporation at reasonable prices, but when a short-term issue 
may have an adequate market, a corporation in need of funds 
may arrange to issue notes with an early maturity, securing them 
by the pledge to a trustee of its long-term mortgage bonds. The 
trustee usually receives full rights to enforce the collateral, and 
usually the pledged bonds considerably exceed in face value the 
amount of the notes. Bearing no close relationship to any 
stringency of credit, the third form of such financing is frequently 
employed by a corporation, in the most common case a railroad 
or a public utility, which undertakes to issue bonds secured by a 
general mortgage when prior lien bonds on a part or all of the 
company’s property are outstanding. In order to afford the new 
bonds the best possible lien, the corporation will pledge with the 
trustee under the general mortgage such prior lien bonds as it 
may hold in its treasury, and, if a prior lien issue is not closed, 
may even issue by way of such a pledge additional prior lien 
bonds to whatever extent is possible. Transactions of this last 
type develop a multitude of variations and often involve a pyra- 
mided series of pledges. 

At present the first of the foregoing types of financing is most 
in the public eye, although corporate bankruptcies and receiver- 
ships are constantly bringing to light and raising problems in 


4 A variation from this situation arises when a corporation is marketing an 
issue of bonds with some difficulty and, being in need of immediate funds, pledges 
the unsold balance of the issue to its bankers or brokers as security for a present 
advance, with authority given them to dispose of the bonds at any time at a 
minimum price and to apply the proceeds upon the loan. 
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connection with the other two phases of the practice of pledging 
a corporation’s bonds as security for its own debts. In a period 
of public credit stringency, such as that through which the country 
has been passing, resort to this temporary expedient assumes tre- 
mendous proportions. In the single year 1932, the railroads of 
the United States alone issued over $1,000,000,000 of their mort- 
gage bonds, the bulk of which were pledged to secure total borrow- 
ings which ran in the neighborhood of $650,000,000.° In one 
instance, the Interstate Commerce Commission authorized the 
New York Central to issue by way of pledge $100,000,000 of its 
mortgage bonds at a standard ratio, fixed by the Commission for 
most pledges of this character, of not more than $125 of bonds at 
current market prices for each $100 in face amount of notes se- 
cured.° Most prolific of all credit institutions in fostering this 
type of financing has been the Reconstruction Finance Corpora- 
tion.’ 

Today, and in the days to come, the consequences of employing 
this practice must be faced. Many companies will prove to have 
been tided over their difficulties and, surviving to pay off their 
loans, will have their bonds returned to their treasuries, or will 


dispose of them on fair terms in the open market. But for many 
others these loans have spelled the final step in the piling up 
of hopeless debt burdens. Before the Missouri: Pacific went into 
bankruptcy, the R.F.C. had acquired $32,500,000 of the rail- 


5 See U. S. Daily, Jan. 18, 1933, at 2005. Not all of this consisted of pledges 
of the companies’ bonds for their own debts, but an examiaation of the I. C. C. 
Finance Docket reports for the year indicates that probably 90 per cent of the 
issues were of this character. 

6 See 180 I. C. C. 155. See also id. 349. The issue by way of pledge of 
$75,000,000 additional bonds was later approved. 184 I. C. C. 737. The Com- 
mission authorized the New York Central to pledge $53,569,000 of its mortgage 
bonds to the R.F.C. for loans aggregating $20,499,000. See 180 I. C. C. 798; 
184 I. C. C. 737; 189 I. C. C. 59. At the time of the second R.F.C. loan, the 
I. C. C. reported that the railroad had then pledged privately $92,250,000 of its 
mortgage bonds. See 184 I. C. C. 737, 740. 

7 That the R.F.C. should make loans of this very character was brought out 
at the Committee hearings on the R.F.C. Act before its adoption. See Hearings 
before Committee on Banking and Currency on H.R. 5060, 5061, 72d Cong., 1st Sess. 
(1932) 57-58, 67. The I. C. C. Finance Reports for 1932 and 1933 present a 
steady stream of authorizations for loans secured by pledges of this character. 
And see notes 6, supra, and 8, 9, infra. See also Westinghouse Elec. & Mfg. Co. v. 
Brooklyn Rapid Transit Co., 256 Fed. 465 (S. D. N. Y. 1919), where similar 
financing by the War Finance Corporation was involved. 
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road’s mortgage bonds, along with a substantial amount of ad- 
ditional collateral representing bonds and stocks of affiliated and 
other companies, as security for loans totalling $18,300,000.° In 
the Chicago, Rock Island & Pacific bankruptcy, Judge Wilkerson 
recently enjoined the sale of pledged collateral of which a sub- 
stantial amount was of this character. He stated in his order 
that approximately $54,000,000 face amount of secured bonds of 
the railroad and its subsidiaries were pledged with the R.F.C. 
and certain banks under agreements granting full powers of sale 
upon default on the company’s notes for over $17,784,000 thus 
secured.° 

With a practice dating from the middle of the last century, and 
pursued at the rate of hundreds of millions of dollars within the 
past few years, one might expect the courts, if not perhaps the 
legislatures, long since to have set out in minute detail the rights 
acquired by all concerned in such transactions. But statutes have 
only a limited bearing on the subject, while judicial precedents 
are in confusion; and one of the most important questions, the 
validity of the pledgee’s usual power of sale, has evoked an almost 
irreconcilable conflict of authority. 

The problems which arise out of a pledge by a corporation of 


8 See 180 I. C. C. 463, 509; 184 I. C. C. 3; 189 I. C. C. 286, 342. A further 
loan of $800,000 authorized in the foregoing proceedings, and an additional loan 
of $2,234,000 authorized in 189 I. C. C. 549, to be secured by a pledge of $899,000 
more of the railroad’s mortgage bonds plus additional collateral, appear not to have 
been completed before the bankruptcy. See also 180 I. C. C. 352 and 189 I. C. C. 
352, authorizing the Missouri Pacific to issue a total of $40,000,000 of its mortgage 
bonds by way of pledge as collateral for notes. The bulk of these bonds went to 
the R.F.C., most of the balance apparently to the railroad’s bankers. 

9 In re Chicago, Rock Island & Pac. Ry., No. 53209, N. D. Ill., E. D., Order 
No. 15-A, Nov. 22, 1933. An appeal is now pending from this order in the 
Circuit Court of Appeals for the 7th Circuit. The I. C. C. reports indicate that 
$7,575,000 of the collateral pledged by the Rock Island with the R.F.C. con- 
sists of the company’s own mortgage bonds. See 184 I. C. C. 597; 189 I. C. C. 
522. The balance of the collateral comprises obligations of subsidiaries, the pledge 
of which would not fall within the scope of this article in the absence of personal 
liability of the parent company thereon. For the special problems raised by a 
pledge of a subsidiary’s bonds for a loan to the parent company, see Harvey v. 
Guaranty Trust Co., 134 Misc. 417, 236 N. Y. Supp. 37 (1929), aff’d, 229 App. Div. 
774, 242 N. Y. Supp. 905 (1930), aff'd, 256 N. Y. 526, 177 N. E. 125 (1931). Judge 
Wilkerson’s order also disclosed that the railroad had pledged its mortgage bonds 
to secure public issues of both the second and third types (see p. 1094, supra), 
but the order did not restrain a sale of such collateral. 
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its bonds as collateral security for a loan are two-fold. The 
validity of the pledge itself with the nature of the rights and 
obligations resulting therefrom comes first in order. But the sub- 
ject around which the most difficult questions center is the validity 
and effect of the power, generally fully expressed in the contract 
of pledge, authorizing the pledgee to realize upon the collateral 
by sale in the event of the pledgor’s insolvency or of a default 
on the principal obligation. The validity and effect of the pledge 
alone will be dealt with first; while the distinct problems growing 
out of the power of sale will be reserved for the separate and in- 
dependent consideration which they require. 


THE PLEDGE 


Under the general powers of corporations to mortgage their 
property, borrow money, and issue notes, bonds and other evi- 
dences of indebtedness, it has generally been held that a pledge 
of mortgage bonds of a corporation as security for a loan to the 
corporation is a valid “issue” of the bonds,*® even though the 


bonds are pledged substantially below par.** In a number of 


10 Farmers’ Loan & Trust Co. v. Toledo & S. H. R. R., 54 Fed. 759 (C. C. A. 
6th, 1893); Gilchrist Trans. Co. v. Phenix Ins. Co., 170 Fed. 279 (C. C. A. 6th, 
1909); Kuehne v. Highland Glades Drainage Dist., 54 F.(2d) 946 (S. D. Fla. 
1931); Lehman Bros. v. Tallassee Mfg. Co., 64 Ala. 567 (1879); Mercer v. 
Steil, 97 Conn. 583, 117 Atl. 689 (1922); United States Cast Iron Pipe & Foundry 
Co. v. Henry Vogt Mach. Co., 182 Ky. 473, 206 S. W. 806 (1918); Lembeck v. 
Jarvis Terminal Cold Storage Co., 70 N. J. Eq. 757, 64 Atl. 126 (1906); Curtis v. 
Leavitt, 15 N. Y. 9 (1857); Duncomb v. New York, H. & N. R. R., 84 N. Y. 
190 (1881), s.c., 88 N. Y. 1 (1882); Union Trust Co. v. Electric Park Amusement 
Co., 163 Mich. 687, 130 N. W. 306 (1910); Nickey Bros. v. Lonsdale Mfg. Co., 
149 Tenn. 391, 258 S. W. 776 (1923); New Memphis Gaslight Co. Cases, 105 . 
Tenn. 268, 60 S. W. 206 (1900); Atwood v. Shenandoah Valley R. R., 85 Va. 
966, 9 S. E. 748 (1889); Kelly v. Wellsburg & Buffalo Valley Co., 74 W. Va. 
130, 81 S. E. 712 (1914), s.c., 80 W. Va. 306, 92 S. E. 433 (1917) ; In re Perth Elec. 
Tramways, Ltd., [1906] 2 Ch. 216; In re Tasker & Sons, Ltd., [1905] 2 Ch. 587; 
In re Regent’s Canal Ironworks Co., 3 Ch. D. 43 (1876). a 

11 Mercer v. Steil, 97 Conn. 583, 117 Atl. 126 (1906); United States Cast 
Iron Pipe & Foundry Co. v. Henry Vogt Mach. Co., 182 Ky. 473, 206 S. W. 806 
(1918). In many states the issue of bonds below par is expressly authorized by 
statute. See, e.g., ARK. Dic. Star. (Crawford & Moses, 1921) § 8554; IND. ANN. 
Strat. (Burns, 1926) §§ 4933-34; Mp. Ann. Cope (Bagby, 1924) art. 23, § 234; 
Micu. Comp. Laws (1929) §11151; Nes. Comp. Strat. (1929) § 74-409; VT. 
Gen. Laws (1917) §5127. Such statutes include authority to pledge bonds ex- 
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states, however, the widespread production and distribution of 
watered securities in the latter half of the last century led to the 
adoption of restrictive constitutional and statutory provisions 
governing the issuance of corporate stocks and bonds. One of 
the earliest of the provisions, that incorporated into the con- 
stitution of Pennsylvania of 1873, and typical of those generally 
adopted, reads as follows: ‘“‘ No corporation shall issue stocks or 
bonds except for money, labor done, or money or property actually 
received; and all fictitious increase of stock or indebtedness shall 

Under provisions of this type questions have been raised as to 
the legality of issuing corporate bonds solely by way of pledge, 
since ordinarily the pledged bonds substantially exceed in face 
value the amount of the loan received by the corporation. Most 
of these doubts were resolved by the decision of the United States 
Supreme Court construing the Arkansas constitutional provision 


ceeding in face value the amount of a loan. Farmers’ Loan & Trust Co. v. 
Toledo & S. H. R. R., 54 Fed. 759 (C. C. A. 6th, 1893). 

12 Pa, Const. (1873) art. XVI, §7. An identical statutory provision, Pa. 
Stat. Ann. (Purdon, 1932) tit. 15, $131, was repealed as to non-profit cor- 
porations by Pa. Laws 1933, Act No. 105, § 1102, as to business corporations 
by Pa. Laws 1933, Act No. 106, $1202, as to associations by Pa. Laws 1933, 
Act No. 108, § 1302, and as to incorporated institutions by Pa. Laws 1933, Act 
No. 112, § 1602. See also the statutory provision applicable to railroads. Pa. Srar. 
Ann. (Purdon, 1932) tit. 67, §§ 123, 529. 

For similar provisions in other states, see: Ata. Const. (1901) § 234, formerly 
Ata. Const. (1875) art. XIV, § 6; Ariz. Const. (1912) art. XIV, § 6; Arx. Const. 
(1874) art. XII, §8; Coro. Constr. (1876) art. XV, §9, and Coro. Ann. Srar. 
(Courtright, 1924) $995; IpAHo Const. (1889) art. XI, §9; Inz. Const. (1870) 
art. XI, § 13 (earliest provision; applying to railroads only); Ky. Const. (1891) 
§ 193, Ky. Star. (Carroll, 1930) § 568; Mo. Const. (1875) art. XII, §8, Mo. Star. | 
. Ann. (Vernon, 1932) § 4546; Mont. Const. (1889) art. XV, § 10; Nes. Const. 
(1875) art. XII, §6, as amended Sept. 21, 1920 (formerly art. XI, §5); N. Y. 
Srock Corp. Law (1923) § 69, originally N. Y. Laws 1890, c. 564, $42 (see also 
note 17, infra); N. D. Const. (1889) art. VII, § 138, N. D. Comp. Laws ANN. 
(1913) § 4528; S. C. Const. (1895) art. IX, § 10, S. C. Crv. Cope (Michie, 1932) 
§§ 7692, 8195; S. D. Const. (1889) art. XVII, §8; Tex. Const. (1876) art. XII, 
§ 6, Tex. Star. (Vernon, 1928) art. 1348; Uran Const. (1896) art. XII, §5; 
Wasa. Const. (1889) art. XII, §6; Wis. Stat. (1933) §§ 182.06, 184.04; cf. DEL. 
Const. (1897) art. IX, § 3 (applies to stock only) ; Oxia. Const. (1907) art. IX, 
$39 (applies to stock only, except that “all fictitious increase of stock or in- 
debtedness shall be void.”). 

A similar provision in Cat. Const. (1876) art. XII, § 11 was repealed Nov. 4, 
1930. 
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in Memphis & Little Rock R. R. v. Dow,"* where the validity of 
an issue of bonds pursuant to a reorganization plan was involved. 
In holding it unnecessary to establish that the bonds were repre- 
sented dollar for dollar by property of the old company taken 
over by the new one, Mr. Justice Harlan, speaking for the Court, 
declared that the language of the constitution required only 
that “‘ the transaction is a real one, based upon a present considera- 
tion, and having reference to legitimate corporate purposes ”’.** 
With the liberalizing decision in the Dow case as a precedent 
the courts have generally had little difficulty in finding that these 
constitutional or statutory provisions do not prohibit the issuance 
of corporate bonds by way of pledge*® and further that, except 
under some limitations in a more definitive form,’® the face 


13 120 U.S. 287 (1887). 

14 Td. at 299. 

15 Union Loan & Trust Co. v. Southern California Motor Road Co., 51 Fed. 
840 (S. D. Cal. 1892), modified on other grounds, 64 Fed. 450 (C. C. A. oth, 
1894); Atlantic Trust Co. v. Woodbridge Canal & Irrigation Co., 79 Fed. 842 
(N. D. Cal. 1897) (Cal. Const.) ; Sioux City, O. & W. Ry. v. Manhattan Trust 
Co., 92 Fed. 428 (C. C. A. 8th, 1899), cert. denied, 174 U. S. 801 (1899) (Neb. 
Const.) ; Firth Co. v. South Carolina Loan & Trust Co., 122 Fed. 569 (C. C. A. 
4th, 1903), aff’g In re Goldville Mfg. Co., 118 Fed. 892 (D. S. C. 1902) (S. C. 
Const.) ; Westinghouse Elec. & Mfg. Co. v. Brooklyn Rapid Transit Co., 256 
Fed. 465 (S. D. N. Y. 1919), s.c., 288 Fed. 221 (S. D. N. Y. 1923) (N. Y. stat.) ; 
In re Sharon-Warren Iron & Metal Co., 7 F.(2d) 475 (W. D. Pa. 1925) (Pa. 
Const.) ; Nelson v. Hubbard, 96 Ala. 238, 11 So. 428 (1892) ; Dexter v. McClellan, 
116 Ala. 37, 22 So. 461 (1896); Rudisill Soil Pipe Co. v. Eastham Soil Pipe & 
Foundry Co., 210 Ala. 145, 97 So. 219 (1923); Illinois Trust & Sav. Bank v. 
Pacific Ry., 117 Cal. 332, 49 Pac. 197 (1897) (Ill. Const.); Wenban Estate, Inc. 
v. Hewlett, 193 Cal. 675, 227 Pac. 723 (1924); Miller v. Hellam Distilling Co., 
57 Pa. Super. 183 (1914); Western Supply & Mfg. Co. v. United States & Mex. 
Trust Co., 41 Tex. Civ. App. 478, 92 S. W. 986 (1906); cf. Central Trust Co. v. 
Southern Oil Corp., 8 F.(2d) 338 (C. C. A. 8th, 1925) (Okla. Const.; see note 


12, supra). 
16 The Ky. Const. § 193 provides that securities shall be issued only “ for an 
equivalent in money paid . . . , and all fictitious increase of stock or indebtedness 


shali be void.” See Mayfield Water & Light Co. v. Graves County Bank & Trust 
Co., 170 Ky. 56, 185 S. W. 485 (1916) (pledged bonds held void so far as exceeding 
the actual loan). Sed quaere if the corporation pledges non-negotiable mortgage 
notes, Georgetown Water Co. v. Fidelity Trust & Safety Vault Co., 117 Ky. 325, 
78 S. W. 113 (1904). The provision does not apply to foreign corporations pledging 
bonds in the state. United States Cast Iron Pipe & Foundry Co. v. Henry Vogt 
Mach. Co., 182 Ky. 473, 206 S. W. 806 (1918). 

The Wisconsin statute (Wis. Srat. (1933) § 182.06; see also id. § 184.04) 
provides that any bonds shall be void unless the corporation shall receive “ money 
- . . equal to seventy-five per cent of the par value... .” Under this provision 
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amount of the pledged bonds need bear no specific maximum 
ratio to the amount of the actual loan secured.*’ 

In one particular respect, these provisions have exerted a 
definite limitation on this type of financing. Thus, while there 
has been no objection at common law to a pledge of a corporation’s 
bonds as collateral security for an antecedent debt in consideration 
of a renewal or extension of a loan,’* most courts in applying pro- 


it was early held that a pledge of bonds without a stipulation that the pledgee 
would account for them at not less than 75 per cent of their par value made the 
bonds void, both in the hands of the pledgee and of a subsequent purchaser with 
notice. National Foundry & Pipe Works, Ltd. v. Oconto Water Co., 52 Fed. 29 
(E. D. Wis. 1892), aff'd on this point, but rev’d on other grounds, sub nom., 
Andrews v. National Foundry & Pipe Works, Ltd., 61 Fed. 782 (C. C. A. 7th, 
1894); Pfister v. Milwaukee Elec. Ry., 83 Wis. 86, 53 N. W. 27 (1892). But cf. 
Hinckley v. Pfister, 83 Wis. 64, 53 N. W. 21 (1892) ; Andrews v. National Foundry 
& Pipe Works, Ltd., 76 Fed. 166 (C. C. A. 7th, 1896), rehearing denied, 77 Fed. 774 
(C. C. A. 7th, 1897), cert. denied, 166 U. S. 721 (1897). Conversely, if there 
is such a stipulation, the bonds are valid. First Sav. & Trust Co. v. Waukesha 
Canning Co., 211 Fed. 927 (C. C. A. 7th, 1914), rev’g Nichols v. Waukesha 
Canning Co., 195 Fed. 807 (E. D. Wis. 1912). And, if a pledgee subsequently 
seeks to enforce the bonds at a ratio of not less than 75 per cent of their face 
value to the amount of the debt, it now will be assumed that such a provision 
was a part of the original agreement of pledge, and the bonds are valid. In re 
Valecia Condensed Milk Co., 240 Fed. 338 (C. C. A. 7th, 1917), rev’g 233 Fed. 173 
(W. D. Wis. 1916) ; In re Sullivan Condensed Milk Co., 291 Fed. 66 (C. C. A. 7th, 
1923); Hinkley Co. v. Gerlinger Elec. Steel Casting Co., 200 Wis. 48, 227 N. W. 
308 (1929). 

Under Onto Gen. Cope (1910) § 8797, repealed 113 Ohio Laws 1929, p. 685, a 
limitation similar to Wisconsin’s, except that all securities issued in violation of it 
were not declared void, bonds were held void only so far as pledged above the 75 
per cent limit. Central Trust Co. v. Wheeling & L. E. R. R., 211 Fed. 515 (N. D. 
Ohio 1914), aff'd, sub nom., Baker v. Central Trust Co., 235 Fed. 17 (C. C. A. 6th, 
1916). 

17 Atlantic Trust Co. v. Woodbridge Canal & Irrigation Co.; Firth Co. v. 
South Carolina Loan & Trust Co.; Rudisill Soil Pipe Co. v. Eastham Soil Pipe & 
Foundry Co., all supra note 15. The New York statute in an early form, N. Y. 
Laws 1892, c. 683, § 42, provided that no bonds be issued “ for less than the fair 
market value thereof”. In one case thereunder a pledgee was required to credit 
bonds at par against a loan. In re Waterloo Organ Co., 134 Fed. 345 (C. C. A. 2d, 
1904), cert. denied, 197 U. S. 621 (1905). Even under the present N. Y. Stock 
Corp. Law (1923) § 69, now similar to the Pennsylvania constitution, the necessity 
for a par ratio of pledged bonds has been suggested. Jn re Progressive Wall Paper 
Corp., 229 Fed. 489, 497 (C. C. A. 2d, 1916). But the court was there concerned 
with a pledge for an antecedent debt. See note 19, infra. And it has since been ex- 
pressly held that under the present statute bonds are validly issued by a pledge below 
par. Westinghouse Elec. & Mfg. Co. v. Brooklyn Rapid Transit Co., 256 Fed. 465 
(S. D. N. Y. 1919), s.c., 288 Fed. 221 (S. D. N. Y. 1923). 

18 Lehman Bros. v. Tallassee Mfg. Co.; Curtis v. Leavitt; Duncomb v. New 
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visions requiring that bonds be issued only for money or money’s 
worth have held that a pledge as security for a preéxisting debt 
is not a legal issue under such a requirement.’® The actual re- 
ceipt of new money or property is necessary, and the existence of 
mere legal consideration for the pledge by reason of an extension 
of time for payment of the loan has been held insufficient to 
comply with these special provisions.”° This conclusion has been 
the subject of strong adverse criticism,”* and the courts have 
strained to avoid its consequences whenever distinguishing cir- 
cumstances have been presented. Thus, where the agreement for 


York, H. & N. R. R.; Nickey Bros. v. Lonsdale Mfg. Co.; New Memphis Gaslight 
Co. Cases; Atwood v. Shenandoah Valley R. R., all supra note 10. 

19 The bonds are void and give the pledgee no rights thereon whatsoever. See, 
e.g., Farmers’ Loan & Trust Co. v. San Diego St. Car Co., 45 Fed. 518 (S. D. Cal. 
1891) ; Kemmerer v. St. Louis Blast Furnace Co., 212 Fed. 63 (C. C. A. 8th, 1914) 
(Mo. Const.) ; Mudge v. Black, 224 Fed. g19 (C. C. A. 8th, 1915), cert. denied, 239 
U. S. 642 (1915) (Mo. Const.) ; Chesapeake & Ohio Coal & Coke Co. v. Black, 224 
Fed. 924 (C. C. A. 8th, 1915) (Mo. Const.) ; Chavelle v. Washington Trust Co., 
226 Fed. 400 (C. C. A. oth, 1915), appeal dismissed, 248 U. S. 545 (1919) (Wash. 
Const.) ; In re Progressive Wall Paper Corp., 229 Fed. 489 (C. C. A. 2d, 1916), 
rev’g 224 Fed. 143 (N. D. N. Y. 1915); Lyon v. Bleeg, 240 Fed. 405 (C. C. A. 8th, 
1917), cert. denied, 244 U. S. 660 (1917) (S. D. Const.) ; Haskell v. McClintic- 
Marshall Co., 289 Fed. 405 (C. C. A. 9th, 1923), mod’g 281 Fed. 166 (W. D. Wash. 
1922) ; Davis v. Seneca Falls Mfg. Co., 8 F.(2d) 546 (W. D. N. Y. 1927), aff'd on 
other grounds, 17 F.(2d) 546 (C. C. A. 2d, 1927) ; see Union Loan & Trust Co. v. 
Southern Cal. Motor Road Co., 51 Fed. 840, 846 (S. D. Cal. 1892); Pacific Coast 
Pipe Co. v. Conrad City Water Co., 237 Fed. 673, 675 (D. Mont. 1916), aff'd, 245 
Fed. 846 (C. C. A. 9th, 1917). Contra: Nelson v. Hubbard, 96 Ala. 238, 11 So. 428 
(1892) ; Cloverdale Cotton Mills v. Alabama Nat. Bank, 219 Ala. 50, 121 So. 54 
(1929); see Firth Co. v. South Carolina Loan & Trust Co., 122 Fed. 569, 575 
(C. C. A. 4th, 1903). See also Union Trust & Sav. Bank v. Idaho Smelt. & Ref. Co., 
24 Idaho 735, 135 Pac. 822 (1913) (question raised, but not decided). 

After the pledgor’s bankruptcy, the pledgee cannot then validate the issue of 
the bonds by selling them to itself at par and applying the proceeds to extinguish 
the actual debt. In re Progressive Wall Paper Corp., 229 Fed. 489 (C. C. A. 2d, 
1916); cf. In re Waterloo Organ Co., 134 Fed. 345 (C. C. A. 2d, 1904), cert. 
denied, 197 U. S. 621 (1905). But see Mudge v. Black, 224 Fed. 919, 923 (C. C. A. 
8th, 1915). On the other hand, under the Wisconsin statute (see note 16, supra), 
a pledge for an antecedent debt has been held valid, provided the ‘pledgee applied 
the bonds at 75 per cent of face value to extinguish the actual debt. First Sav. & 
Trust Co. v. Waukesha Canning Co., Hinkley Co. v. Gerlinger Elec. Steel Casting 
Co., both supra note 16. 

20 In re Progressive Wall Paper Corp.; Mudge v. Black; Lyon v. Bleeg, all 
supra note 19. i 

21 See dissenting opinion of Lacombe, C. J., in Im re Progressive Wall Paper 
Corp., 229 Fed. soo (C. C. A. 2d, 1916), and the views of the same judge sub- 
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the original loan contemplated a subsequent pledge of the corpora- 
tion’s bonds as collateral security, such a pledge has been held a 
valid issue of the bonds.” A pledge of a corporation’s bonds 
in substitution for other collateral securing an antecedent debt 
has been held valid,”* and so also, where such a pledge is in part 
to secure new advances as well as for an antecedent debt, the 
legality of the issue of the pledged bonds has been upheld.” 

General rules of law for the protection of creditors may, of 
course, affect the validity of the pledge. Thus, if made for an 
antecedent debt, a voidable lien may be created under Section 67d 
of the Bankruptcy Act.** Or should the pledge amount to a 
fraud on other creditors of the pledgor, it is open to attack by a 
creditor’s bill,”* in receivership proceedings ** or in bankruptcy.” 
So, too, proof that the bonds were pledged by ¢ an officer without 
authority is fatal to their validity.” 

The fact that, apart from these few dangers, a corporation’s 


sequently sitting as Special Master in the Brooklyn Rapid Transit receivership. 
Westinghouse Elec. & Mfg. Co. v. Brooklyn Rapid Transit Co., 288 Fed. 221, 
230-33 (S. D. N. Y. 1923). 

22 Westinghouse Elec. & Mfg. Co. v. Brooklyn Rapid Transit Co., 288 Fed. 
221 (S. D. N. Y. 1923) ; Rahway Nat. Bank v. Thompson, 7 F.(2d) 419 (C. C. A. 
3d, 1925) (Pa. Const.); Woods Sons Co. v. Southern Trust Co., 13 F.(2d) 367 
(C. C. A. 3d, 1926) (N. Y. Stat.). 

23 In re De Laney Co., Inc., 26 F.(2d) 961 (C. C. A. 2d, 1928), rev’g in part, 
23 F.(2d) 737 (W. D. N. Y. 1927); s.c., 33 F.(2d) 945 (W. D. N. Y. 1929). 
But a pledge in consideration of the release of a prior indorser is not valid since the 
corporation obtains the return of no property in such a case. In re Progressive Wall 
Paper Corp., 229 Fed. 489 (C. C. A. 2d, 1916). 

24 In re Waterloo Organ Co., 134 Fed. 345 (C. C. A. 2d, 1904), cert. denied, 
197 U. S. 621 (1905); Im re Sharon-Warren Iron & Metal Co., 7 F.(2d) 475 
(W. D. Pa. 1925); cf. Central Trust Co. v. Missouri, K. & T. Ry., 247 Fed. 586 
(E. D. Mo. 1917). 

25 National Bank v. Hill, 226 Fed. 102 (E. D. N. C. 1915). 

26 James v. Railroad, 6 Wall. 752 (U.S. 1867). 

27 Richardson v. Green, 133 U. S. 30 (1890); Idaho-Oregon Light & Power 
Co. v. State Bank, 224 Fed. 39 (C. C. A. oth, 1915), aff’g 219 Fed. 583 (D. Idaho, 
1914), cert. denied, 241 U. S. 680 (1916) ; Central Trust Co. v. Southern Oil Corp., 
8 F.(2d) 338 (C. C. A. 8th, 1925) ; Davis v. Seneca Falls Mfg. Co., 17 F.(2d) 546 
(C. C. A. 2d, 1927). 

28 Butterfield v. Woodman, 223 Fed. 956 (C. C. A. 1st, 1915), aff’g in part, 
In re National Boat & Engine Co., 216 Fed. 208 (D. Me. 1914); cf. Jones v. 
Third Nat. Bank, 13 F.(2d) 86 (C. C. A. 8th, 1926). 

29 Bonds so pledged have been held void. Shaw v. Saranac Horse Nail Co., 
144 N. Y. 220, 39 N. E. 73 (1894). But in the absence of clear proof of the 
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pledge of its own bonds may constitute a valid “issue” is an 
empty conclusion pending an examination of the actual rights 
of the pledgee resulting from the stamp of legality. What, par- 
ticularly, are those rights when insolvency intervenes and the 
assets of the debtor corporation have been subjected to adminis- 
tration for the benefit of all its creditors? 

Most clearly illustrating the element of watered indebtedness 
in this type of financing is the occasional use of unsecured deben- 
tures as the subject of pledge. While the giving of one unsecured 
obligation of a debtor as collateral security for another unsecured 
obligation seems an obvious anomaly, yet in the absence of any 
intervening equities of other creditors, such an arrangement may 
be of some procedural value, since some courts may permit 
the creditor to bring suit on the collateral rather than on the 
principal debt.*® Although only a single satisfaction not ex- 
ceeding the amount of the real debt is allowed in such cases, the 
creditor’s recovery may be expedited if a sealed instrument or 
a negotiable note secures an unfunded obligation. It is apparent, 
however, that to permit a claim to be made in any form of in- 
solvency proceeding both on the principal debt and on the 
pledged unsecured bonds, or on the pledged collateral alone to 
an amount exceeding the real debt, will run directly afoul of 
the elementary proscription against double or padded claims. The 
courts in these cases where additional unsecured bonds or other 
evidences of indebtedness of the debtor have been pledged as 
collateral security have seen clearly the vice in a pledge of a 
debtor’s own obligations, and, apparently without exception, 


officer’s lack of authority, the pledge will be upheld even though the corporation 
never received the proceeds of the loan. Wenban Estate, Inc. v. Hewlett, 193 Cal. 
675, 227 Pac. 723 (1924). An attack on this ground, often made, is generally un- 
successful. See Woods & Sons Co. v. Southern Trust Co., 13 F.(2d) 367 (C. C. A. 
3d, 1926) ; Cory v. Hamilton Nat. Bank, 31 F.(2d) 379 (C. C. A. 6th, 1929), aff’g 
In re Federal Coal Co., 31 F.(2d) 375 (E. D. Ky. 1927); Illinois Trust & Sav. 
Bank v. Pacific Ry., 117 Cal. 332, 49 Pac. 197 (1897); Union Trust Co. v. Electric 
Park Amusement Co., 163 Mich. 687, 130 N. W. 306 (1910); Nickey Bros. v. 
Lonsdale Mfg. Co., 149 Tenn. 391, 258 S. W. 776 (1923). 

30 Royal Bank v. Grand Junction R. R., 100 Mass. 444 (1868); see In re 
Waddell-Entz Co., 67 Conn. 324, 334, 35 Atl. 257, 258 (1896); cf. Burnham v. 
Windram, 164 Mass. 313, 41 N. E. 305 (1895) ; Osborne v. Stringham, 4 S. D. 593, 
57 N. W. 776 (1894). 
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have uniformly denied a creditor the right to prove a claim upon 
any but the real debt.** 

The pledge of a bond secured by a mortgage partakes of a 
different, and a dual, aspect. As a bond, to the extent that it is 
a contractual obligation of the debtor, it is simply an additional 
promise to pay and is subject to the same infirmities as a pledged 
unsecured debenture. As a mortgage, to the extent that it is a 
lien on property, it is of an entirely different character. To permit 
the pledgee to avail itself of this security lien stands on no dif- 
ferent footing than to permit realization on any lien directly se- 
curing a debt. In cases where an attempted exercise of a power 
to sell pledged bonds has not complicated the situation, the dual 
aspect of a mortgage bond has caused the courts little difficulty in 
dealing with the two elements involved. 

As long as the principal debt remains unsatisfied, the pledgee 
of a legally pledged mortgage bond has a right to the enforcement 
of the mortgage equal to the rights of any absolute owner of such 
a bond, assuming that the usual pledgee’s rights of enforcement 
of collateral are not restricted by special terms of the contract 
of pledge. The pledgor corporation may be in bankruptcy or in 


receivership, but its insolvency will produce no effect, peculiar 
to this particular kind of pledge, upon the security lien of the 
pledgee. Upon a default under the terms of the mortgage, the 
pledgee, without the necessity of taking any steps to reduce the 
bonds to ownership,*”” may cause foreclosure proceedings to be insti- 
tuted upon the mortgaged property.** When the mortgage is fore- 


81 Union Nat. Bank v. People’s Sav. & Trust Co., 28 F.(2d) 326 (C. C. A. 3d, 
1928); In re Waddell-Entz Co., 67 Conn. 324, 35 Atl. 257 (1896); Third Nat. 
Bank v. Eastern R. R., 122 Mass. 240 (1877); Merchants’ Nat. Bank v. Eastern 
R. R., 124 Mass. 518 (1878); People v. Remington, 121 N. Y. 675, 24 N. E. 1095 
(1890), af’g on opinion below, 54 Hun 480, 8 N. Y. Supp. 31 (1889); Inter- 
national Trust Co. v. Union Cattle Co., 3 Wyo. 803, 31 Pac. 408 (1892); In re 
Blakely Ordnance Co., L. R. 8 Eq. 244 (1869) ; cf. Curtis v. Walpole Tire & Rubber 
Co., 227 Fed. 698 (D. Mass. 1915). 

82 Dennis v. Co-operative Pub. Co., 46 Idaho 534, 269 Pac. 82 (1928). But 
cf. Knickerbocker Trust Co. v. Penacook Mfg. Co., 100 Fed. 814 (D. N. H. 1900). 

83 Cases of foreclosures with a limited or general receivership: Rudisill Soil Pipe 
& Foundry Co. v. Eastham Soil Pipe & Foundry Co., 210 Ala. 145, 97 So. 219 
(1923); Cloverdale Cotton Mills v. Alabama Nat. Bank, 219 Ala. 50, 121 So. 54 
(1929) ; Illinois Trust & Sav. Bank v. Pacific Ry., 117 Cal. 332, 49 Pac. 197 (1897); 
Dennis v. Co-operative Pub. Co., 46 Idaho 534, 269 Pac. 82 (1928); Beecher v. 
Marquette & Pac. Rolling Mill Co., 45 Mich. 103, 7 N. W. 695 (1881) ; Stegmaier 
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closed, whether at the instigation of the pledgee or of other bond- 
holders, the pledgee is then entitled to share in the distribution of 
the proceeds of the foreclosure sale ratably with all other bond- 
holders in proportion to the full face amount of the bonds held by 
each respectively,** subject only to the limitation that the share dis- 
tributed to the pledgee shall not exceed the amount of the real 
debt owing to it.*° As a further alternative, the pledgee may 
avail itself of any right under the mortgage to join with other 
bondholders in buying in the property at the foreclosure sale, 
crediting the purchase price upon the principal indebtedness.*° 
If the realization on the security for the pledged bonds is suffi- 


v. Keystone Coal Co., 225 Pa. 221, 74 Atl. 58 (1909). Foreclosures after the 
pledgor’s bankruptcy: Firth Co. v. South Carolina Loan & Trust Co., 122 Fed. 569 
(C. C. A. 4th, 1903), aff’g In re Goldville Mfg. Co., 118 Fed. 892 (D. S. C. 1902) ; 
Peoples’ Trust Co. v. Mount Waldo Granite Works, 117 Me. 507, 105 Atl. 113 
(1918). 

84 Receivership cases: Atlantic Trust Co. v. Woodbridge Canal & Irrigation 
Co., 79 Fed. 842 (N. D. Cal. 1897); Central Trust Co. v. Southern Oil Corp., 8 
F.(2d) 338 (C. C. A. 8th, 1925); Woods & Sons Co. v. Southern Trust Co., 13 
F.(2d) 367 (C. C. A. 3d, 1926) ; Lehman Bros. v. Tallassee Mfg. Co., 64 Ala. 567 
(1879) ; Atwood v. Shenandoah Valley R. R., 85 Va. 966, 9 S. E. 748 (1889). 
Bankruptcy cases: Cory v. Hamilton Nat. Bank, 31 F.(2d) 379 (C. C. A. 6th, 
1929), aff’g In re Federal Coal Co., 31 F.(2d) 375 (E. D. Ky. 1927); Im re De 
Laney Co., Inc., 26 F.(2d) 961 (C. C. A. 2d, 1928), mod’g 23 F.(2d) 737 (W. D. 
N. Y. 1927), s.c., 33 F.(2d) 945 (W. D. N. Y. 1929); Butterfield v. Woodman, 
223 Fed. 956 (C. C. A. 1st, 1915), mod’g In re National Boat & Engine Co., 216 
Fed. 208 (D. Me. 1914). See also cases in note 35, infra. 

35 Receivership cases: E.g., Richardson v. Green, 133 U.S. 30 (1890) ; Simmons 
v. Taylor, 23 Fed. 849 (S. D. Iowa, 1885), appeal dismissed, 123 U. S. 52 (1887) ; 
Nelson v. Hubbard, 96 Ala. 238, 11 So. 428 (1892); Newport & Cincinnati Bridge 
Co. v. Douglass, 12 Bush 673 (Ky. 1877); Hayden v. Lincoln City Elec. Ry., 43 
Neb. 680, 62 N. W. 73 (1895) ; Duncomb v. New York, N. & H. R. R., 84 N. Y. 190 
(1881), s.c., 88 N. Y. 1 (1882) ; Baxter v. Washburn, 8 Lea 1 (Tenn. 1881); Kelly 
v. Wellsburg & Buffalo Valley Co., 74 W. Va. 130, 81 S. E. 712 (1914), s.c., 80 
W. Va. 306, 92 S. E. 433 (1917); Jesup v. City Bank, 14 Wis. 331 (1861); In re 
Queensland Land & Coal Co., [1894] 3 Ch. 181; Jn re Regent’s Canal Ironworks 
Co., 3 Ch. D. 43 (1876). See Rice v. Southern Pa. Iron & R. R., 9 Phila. 294, 297 
(1873). Bankruptcy cases: Sauve v. Fleschutz, 219 Fed. 542 (C. C. A. 8th, 1915) ; 
In re Sullivan Condensed Milk Co., 291 Fed. 66 (C. C. A. 7th, 1923); Im re Sharon- 
Warren Iron & Metal Co., 7 F.(2d) 475 (W. D. Pa. 1925); Peoples’ Trust Co. v. 
Mt. Waldo Granite Works, 117 Me. 507, 105 Atl. 113 (1918). 

36 Easton v. German-American Bank, 127 U. S. 532 (1888); cf. Franklin Bank 
v. Meinecke, 231 S. W. 1067 (Mo. App. 1921). If the pledgee turns in the pledged 
bonds on the purchase price, they will constitute good payment only up to the 
amount of the principal debt. Cochran v. Anglo-American Dock & Warehouse 
Co., 69 Hun 168, 23 N. Y. Supp. 404 (1893). 
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cient to satisfy the principal debt, the situation can be closed with 
relative simplicity,*” but if, as frequently occurs, a substantial bal- 
ance remains owing, the solution is more troublesome. With the 
security for the pledged bonds gone, they are then merely addi- 
tional promises for the payment of the actual debt and stand on 
no higher plane than pledged unsecured debentures. If the as- 
sets of the corporation are not being administered for the benefit 
of creditors, the pledgee, as in the case of unsecured collateral, 
may pursue its remedy on the pledged bonds and obtain a per- 
sonal judgment thereon, subject to satisfaction for only the 
amount actually owing.** In the event of insolvency proceedings, 
however, the only proper basis for a deficiency claim * is the 
amount owing on the actual debt.*® A claim against general as- 
sets based upon the bonds is improper, either in addition to the 


87 The rule generally laid down is that the pledged bonds must be surrendered 
and cancelled when the principal debt is satisfied, with the result that the distrib- 
utive share of the other bondholders will be increased to the extent of any surplus. 
Kuehne v. Highland Glades Drainage Dist., 54 F.(2d) 946 (S. D. Fla. 1931); 
Nelson v. Hubbard, 96 Ala. 238, 11 So. 428 (1892); Georgetown Water Co. v. 
Fidelity Trust & Safety Vault Co., 117 Ky. 325, 78 S. W. 113 (1904); Western 
Supply & Mfg. Co. v. United States.& Mex. Tr. Co., 41 Tex. Civ. App. 478, 92 
S. W. 986 (1906). But it has also been held that any such surplus becomes part 
of the general assets for the benefit of all creditors, on the theory that the cor- 
poration owned the pledged bonds subject only to the lien of the pledgee. 
American Brake Shoe & Foundry Co. v. New York Rys., 277 Fed. 261 (S. D. N. Y. 
1921). 

38 Cf. Anglo-California Trust Co. v. Oakland Rys., 193 Cal. 451, 225 Pac. 
452 (1924); Murphy v. Murphy, 74 Conn. 198, 50 Atl. 394 (1901). 

39 The distinction between the bankruptcy or any of the so-called chancery 
rules governing the proof of secured claims is not involved. See Merrill v. National 
Bank, 173 U. S. 131 (1899); Hitner v. Diamond State Steel Co., 176 Fed. 384 
(D. Del. 1910); People v. Remington, 121 N. Y. 328, 24 N. E. 793 (1890). The 
question here is not whether the creditor must account for the value of any 
security before proving against the general assets (bankruptcy rule), or whether 
he may prove a full claim without deduction for any security (prevailing chancery 
rule), but is solely whether the claim under either rule is to be based upon the 
amount of the principal debt or upon the amount of the pledged bonds. 

40 Bankruptcy cases: Sauve v. Fleschutz, 219 Fed. 542 (C. C. A. 8th, 1915); 
Butterfield v. Woodman, 223 Fed. 956 (C. C. A. 1st, 1915), mod’g Jn re National 
Boat & Engine Co., 216 Fed. 208 (D. Me. 1914); Jn re Sullivan Condensed Milk 
Co., 291 Fed. 66 (C. C. A. 7th, 1923). Receivership cases: Bibber-White Co. v. 
White River Valley Elec. R. R., 175 Fed. 470 (D. Vt. 1909) ; Equitable Trust Co. v. 
Great Shoshone & Twin Falls Water Power Co., 228 Fed. 516 (D. Idaho 1915), 
aff'd, 245 Fed. 697 (C. C. A. 9th, 1917) ; Matter of Snyder, 29 Misc. 1, 59 N. Y. 
Supp. 993 (1899). 
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claim based upon the actual debt ** or even as an alternative 
thereto.* 

Where a creditor’s day of reckoning with a corporation calls 
for the liquidation of a debt secured by the corporation’s own 
mortgage bonds,** the unraveling of the pledgee’s rights is not 
essentially complicated if the vital differentiation between the 
promissory element of the bonds and the element of the property 
lien is observed. Undoubtedly, of course, the bonds afford a form 
of security so far as the proceeds of the mortgaged property 
are applicable. But they cannot serve to enlarge beyond the 
amount of actual indebtedness the basis for the computation of 
dividends from the general assets.** Yet while these rules are 
clear, in broad outline, their application to complex situations oc- 
casions real difficulty. 

The efforts of courts at the outset of a mortgage foreclosure to 
provide for the deficiency judgment on the sale, when some bonds 
are held outright and some in pledge, are a particular cause of 


41 Hitner v. Diamond States Steel Co., 176 Fed. 384 (D. Del. 1910); In re 
Astoroga Paper Co., 234 Fed. 792 (N. D. N. Y. 1916); Pattberg v. Pattberg & 
Bros., 55 N. J. Eq. 604, 38 Atl. 205 (1897). F 

42 An alternative claim against general assets upon the bonds is unquestionably 
bad if the face amount of the bonds exceeds the real debt. If the principal debt 
is greater, it is a mere procedural irregularity, working no actual harm provided 
that a claim on the actual debt is denied to the extent of such claim on the bonds. 
See In re Waterloo Organ Co., 154 Fed. 657 (C. C. A. 2d, 1907), mod’g 147 Fed. 
814 (W. D. N. Y. 1906) ; cf. Appeal of Freeman, 74 Conn. 247, 50 Atl. 748 (1901). 

43 Analogous to the pledge of bonds secured by a mortgage on property are 
the frequent cases of the pledge of a note of the pledgor secured by the personal 
indorsement of another, or the pledge of the obligation of another person in- 
dorsed by the pledgor. The same rules govern. Prior to insolvency proceedings, 
pursuit of the pledgee’s rights against the pledgor upon either the principal note, 
the pledged collateral, or both, subject to a single satisfaction, would appear 
permissible. Anglo-California Trust Co. v. Oakland Rys., 193 Cal. 451, 225 
Pac. 452 (1924); see Im re Burke, 25 R. I. 302, 304, 55 Atl. 825, 826 (1903); 
cf. Lynch v. Burt, 132 Fed. 417 (C. C. A. 8th, 1904). But cf. Steinharter v. 
Covington City Nat. Bank, 10 Ky. L. Rep. 359 (1888). But, after insolvency, 
the pledgee may present a personal claim against the pledgor’s estate only upon 
the principal obligation. First Nat. Bank v. Eason, 149 Fed. 204 (C. C. A. 5th, 
1906) ; Im re Wise Shoes, Inc., 2 F. Supp. 521 (S. D. N. Y. 1932), aff'd, 64 F.(2d) 
1023 (C. C. A. 2d, 1933); Zn re Burke, supra; First Nat. Bank v. Williamson, 
35 S. W. 573 (Tenn. Ch. App. 1895); In re Oriental Commercial Bank, L. R. 
7 Ch. App. 99 (1871). Cf. Ex parte Farnsworth, Fed. Cas. No. 4,672 (D. Mass. 
1870) ; In re Sherry, 101 Wis. 11, 76 N. W. 611 (1898). 

44 See Hitner v. Diamond States Steel Co., 176 Fed. 384, 397 (D. Del. 1910). 
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confusion.*® The distributive shares from the proceeds of the 
mortgaged property may or may not satisfy the claims of holders 
of pledged bonds, with or without a resulting augmentation of the 
distributive shares of outright owners of the bonds. To com- 
plicate the situation further, bonds may be pledged to secure 
varying amounts, with successive satisfactions depending upon 
the amount of the mortgage proceeds falling back for the benefit 
of other bondholders as the claim of each pledgee is satisfied. If 
the rule is followed that any surplus in the distributive share of 
the holders of pledged bonds passes to the corporation’s general 
assets,*® the necessity for such readjustments of the shares of 
other bondholders is avoided. Even so, there still remains the 
problem of the amount at which the deficiency claim against 
general assets is to be fixed. If the corporation has not been ad- 
judicated insolvent, either in bankruptcy or in liquidation pro- 
ceedings, the court foreclosing the mortgage may face the ne- 
cessity of adjudging the deficiency on the sale in order to provide 
a basis for redemption. An accurate determination of the actual 
remaining personal liability of the corporation after foreclosure 
will necessitate putting in issue the capacity in which all bonds 
are held.** Otherwise, a nominal deficiency computed upon the 
outstanding bonds must be assessed subject to reduction upon 
the establishment of the fact of certain bonds being held in pledge 
to secure indebtedness less than the face amount of such bonds.** 
In any event the requisite adjustments can only be satisfactorily 
made step by step after the acceptable bid on the foreclosure sale 
is determined.*® Many of these difficulties are avoided where, as 


45 See Equitable Trust Co. v. Great Shoshone & Twin Falls Water Power Co., 
228 Fed. 516 (D. Idaho 1915); Illinois Trust & Sav. Bank v. Pacific Ry., 117 
Cal. 332, 49 Pac. 197 (1897). 

46 See note 37, supra. 

47 See Equitable Trust Co. v. Great Shoshone & Twin Falls Water Power Co., 
228 Fed. 516 (D. Idaho 1915). 

48 Tllinois Trust & Sav. Bank v. Pacific Ry., 117 Cal. 332, 49 Pac. 197 (1897); 
cf. Peck v. New York & N. J. Ry., 85 N. Y. 246 (1881). If the corporation 
could redeem, it undoubtedly would be entitled to do so upon discharging its 
actual indebtedness to any pledgees, plus its indebtedness to outright owners of 
bonds. Cf. Union Trust Co. v. Hasseltine, 200 Mass. 414, 86 N. E. 777 (1909). 

49 See Central Trust Co. v. Cincinnati, H. & D. Ry., 169 Fed. 466 (S. D. 
Ohio 1908), holding that the rights of a pledgee cannot be put in issue prior to 
the foreclosure sale. 
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is frequent in bankruptcy when no redemption basis is involved, 
property is sold free of all liens, and independent claims, secured 
and unsecured, are then established against the resulting funds.” 

Among the incidental problems arising out of pledges by cor- 
porations of their own bonds,” the question of interest is a source 
of some conflict. Interest on the principal debt may, of course, 
be included in the amount owing theron, up to which a distributive 
share in the proceeds of the security for the pledged bonds is al- 
lowable.” As to interest on the pledged bonds themselves, several 
considerations are necessary. ‘The general law of pledges is 
usually held to grant a pledgee the right to collect all income 
accruing upon pledged collateral, subject to a duty to account 
therefor to the pledgor.°* A very common provision of com- 
mercial pledges, however, expressly modifies this rule so that, in 
the absence of a default, the pledgor may collect and retain the in- 
come on his pledged securities. Under the general law of pledges, 
the right of a pledgee to collect interest on pledged bonds even 
where they are the obligations of the pledgor was early sustained,”* 
and it has been held that a default in paying such interest may be 
utilized by the pledgee as a basis for instituting foreclosure pro- 


ceedings under the mortgage securing the bonds.”’ In the absence 


50 See Cory v. Hamilton Nat. Bank; In re De Laney Co., Inc.; Butterfield v. — 
Woodman, all supra note 34. 

51 Pledged bonds have been held issued and outstanding so as to require sinking 
fund payments to be made on a basis including such bonds. Bankers Trust Co. v. 
Denver Tramway Co., 233 N. Y. 604, 135 N. E. 936 (1922), mod’g 192 App. 
Div. 794, 183 N. Y. Supp. 326 (1920); Cincinnati Gas & Elec. Co. v. New York 
Trust Co., 215 App. Div. 122, 213 N. Y. Supp. 314 (1926). Likewise, pledgees 
have been declared entitled to vote at bondholders’ meetings held under pro- 
visions of the deed of trust securing the bonds. Heath v. Port of Para, 262 
Fed. 815 (S. D. N. Y. 1920). And pledged bonds have been held property of 
the corporation so that they may be levied upon under an attachment in an action 
against the corporation. Sickles v. Richardson, 23 Hun ss59 (N. Y. 1881). 

52 Sauve v. Fleschutz, 219 Fed. 542 (C. C. A. 8th, 1915); Miller v. Hellam 
Distilling Co., 51 Pa. Super. 183 (1914). 

53 Real-Estate Trust Co. v. New England Loan & Trust Co., 93 Fed. 7or 
(S. D. N. Y. 1899); McCrea v. Yule, 68 N. J. L. 465, 53 Atl. 210 (1902); 
Brightson v. Claflin, 225 N. Y. 469, 122 N. E. 458 (1919) ; see Jones, COLLATERAL 
Securities (3d ed. 1912) $$ 393, 398-99, 722; 12 FLETCHER, CoRPORATIONS (Perm. 
ed. 1932) § 5482; Note (1930) 67 A. L. R. 485. But cf. Mandel v. North Hudson 
Inv. Co., 112 N. J. Eq. 144, 164 Atl. 455 (1933). 

54 Androscoggin R. R. v. Auburn Bank, 48 Me. 335 (1861). 

55 Warner v. Rising Fawn Iron Co., Fed. Cas. No. 17,188 (N. D. Ga. 1878); 
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of insolvency of the pledgor, there is no greater objection to the 
payment of interest on pledged bonds than to any other indirect 
form of prepayment of the principal debt which might be agreed 
upon between the debtor and creditor. After insolvency of the 
pledgor, however, any payment made to the pledgee out of general 
assets on account of the pledged bonds constitutes a preference, 
increasing in magnitude as the amount of the pledged bonds may 
exceed the actual debt secured. As to the pledgee’s right to 
have its share of the mortgage proceeds based upon the face 
amount of the pledged bonds with interest, some courts have al- 
lowed the inclusion of such an interest claim without limitation,” 
while others, apparently dealing with a contract of pledge en- 
titling the pledgee to the income of the collateral only after a 
default, have allowed the inclusion of interest on the pledged 
bonds only from the date of default on the principal obligation.* 
Where interest claims rank equally with principal under the mort- 
gage securing the bonds, the pledgee’s share in the proceeds of the 
property on foreclosure will be diluted to the extent that the in- 
terest claims of outright bondholders are allowed and the pledgee’s 
claim denied. If the pledgee by the terms of the agreement re- 
leases all right to interest on the pledged bonds prior to a default 
on the principal debt, it cannot object to the possible resulting 
diminution of its share in the mortgage lien. But otherwise, 
when a court denies the pledgee the right to include any interest on 
the pledged bonds in the determination of its right to a share in 
the proceeds of foreclosure,”’ this appears an unwarranted depriva- 
tion of a proper security lien. 


Rudisill Soil Pipe & Foundry Co. v. Eastham Soil Pipe & Foundry Co., 210 Ala. 
145, 97 So. 219 (1923); Cloverdale Cotton Mills v. Alabama Nat. Bank, 219 
Ala. 50, 121 So. 54 (1929); Peoples’ Trust Co. v. Mt. Waldo Granite Works, 117 
Me. 507, 105 Atl. 113 (1918). 

56 As a countervailing factor, it must be recognized that failure to pay the 
interest on the pledged bonds may precipitate foreclosure of the mortgage, which 
might wipe out any equity in the property available for general creditors. 

57 Richardson v. Green, 133 U. S. 30 (1890); Claflin v. South Carolina R. R., 
8 Fed. 118 (D. S. C. 1880); Miller v. Hellam Distilling Co., 57 Pa. Super. 183 
(1914); cf. In re Waterloo Organ Co., 154 Fed. 657 (C. C. A. 2d, 1907). 

58 Union Trust Co. v. Electric Park Amusement Co., 163 Mich. 687, 130 N. W. 
306 (1910). But in Worth v. Marshall Field & Co., 240 Fed. 395 (C. C. A. 4th, 
1917), the rationale of the court’s decision rested squarely upon the ground that 
pledged bonds could not bear interest prior to a default on the principal obligation. 

59 Cf, Sauve. v. Fleschutz, 219 Fed. 542 (C. C, A. 8th, 1915) ; Worth v. Marshall 
Field & Co., 240 Fed. 395 (C. C. A. 4th, 1917). 
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As a form of depression financing, the pledging of a corporation’s 
mortgage bonds as collateral for a temporary loan affords a con- 
venient expedient for obtaining funds from banks or others en- 
gaged in banking functions at a time when money cannot be raised 
by public sale of the corporation’s bonds in the open market. The 
preceding attempt to analyze this type of financing and the con- 
sequences flowing from its employment has brought out its es- 
sential characteristic — the effecting of a secured loan ® without 
the necessity of creating a new and direct lien on any property of 
the corporation.® Since the pledgee shares ratably with other 
bondholders, irrespective of the capacity in which they hold their 
bonds, the device presents a method of granting security when 
the corporation may no longer have any free property of ade- 
quate value on which to impose a new lien, and when a subordinate 
lien on its property already mortgaged would be practically worth- 
less. Remaining now for consideration is the controversial ques- 
tion whether the pledgee, in addition to its rights so far considered, 
may obtain and exercise a power to realize upon the security of 
the pledged bonds by selling them. 


THE PowER OF SALE 


The element of liquidity, so important in banking finance, has 
resulted in the practice of favoring loans secured by pledged col- 
lateral over mortgage loans and investments in mortgage bonds.” 
Particularly in times of economic stress, when the quantity of 
frozen bank loans is mounting coincident with threatened ex- 
traordinary demands by depositors, it becomes most vital to the 
banks to lend only upon terms affording prompt liquidation in 
the event of trouble. Is there justification for placing loans made 


60 In addition to the pledgee’s right to a foreclosure of the mortgage securing 
the bonds, the pledgee has been held to have the status of a secured creditor 
and, therefore, to be entitled to have a receiver appointed for the corporation on 
grounds of insolvency. Adams v. Farmers Nat. Bank, 167 Ky. 506, 180 S. W. 807 
(1915). 

61 The pledgee’s interest in the pledged bonds has been held a chattel interest 
and not a mortgage on land. Curtis v. Leavitt, 15 N. Y. 9, 91 (1857). 

62 See 13 Stat. 107 (1864), 12 U. S. C. § 29 (1926), which permitted national 
banks to take mortgages only as security for debts previously contracted. But 
cf. 38 Stat. 273 (1913), 12 U. S. C. $371 (1926), as amended by 44 Star. 1232 
(1927). 
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upon the security of the borrower’s own mortgage bonds in such 
a category? 

The common law does not require a pledgee, upon default, to 
resort to foreclosure through court proceedings, but permits reali- 
zation upon pledged securities by public sale with reasonable 
notice to the pledgor.®* Statutes in many states have expanded or 
displaced the common-law rules governing the power of sale. 
And by agreement between the parties, the limited common-law 
or statutory power of sale is very commonly extended not only 
as to the items of default but also to include a waiver by the 
pledgor of any demand or notice and a right of the pledgee to 
sell at public or private sale and itself to buy in the property. 
But with the numerous details of the general law of pledges gov- 
erning the propriety and validity of the exercise of a power of sale, 
either pursuant to the common law, to a statute, or to the terms of 
a pledge agreement, we are not here concerned.” Nor are we 
directly concerned with the question, recently recurring with in- 
creasing frequency, whether a sale of pledged collateral of any 
character may be enjoined or set aside upon the ground that the 
time selected by the pledgee for the sale is inopportune, either 


because of depressed market conditions “ or because of pending 
proceedings for the reorganization of the pledgor corporation.” 


63 Jones, COLLATERAL SECURITIES (3d ed. 1912) § 603. 

64 Td. §§ 616-30. 

65 General principles of the law of pledges apply to a pledge of a corporation’s 
bonds for its own debt. Thus, a sale which is a mere colorable transaction and a 
fraud upon the pledgor will be held void and the pledgee granted no greater rights 
than if no sale had been attempted. Dibert v. Wernicke, 214 Fed. 673 (C. C. A. 6th, 
1914) ; Baer v. Security Trust Co., 32 F.(2d) 147 (C. C. A. 4th, 1929) ; Cochran v. 
Anglo-American Dock & Warehouse Co., 69 Hun 168, 23 N. Y. Supp. 404 (1893). 
Likewise void under the general law of pledges is a sale of such bonds without 
proper notice. Pigeon River Ry. v. Champion Fibre Co., 280 Fed. 557 (C. C. A. 
4th, 1922), cert. denied, 260 U. S. 724 (1922). 

66 The right to sell after the pledgor’s bankruptcy has been upheld over this 
objection. £.g., Hiscock v. Varick Bank, 206 U. S. 28 (1907); In re Hudson 
River Navigation Corp., 57 F.(2d) 175 (C. C. A. 2d, 1932); cf. Northern 
Pac. Ry. v. Waterhouse & Co., 279 Fed. 750 (W. D. Wash. 1922) (receivership) ; 
Greene v. Faber, 158 App. Div. 149, 143 N. Y. Supp. 27 (1913) (same). Contra: 
In re Henry, 50 F.(2d) 453 (E. D. Pa. 1931) ; cf. Cherry v. Insull Utility Invest- 
ments, Inc., 58 F.(2d) 1022 (N. D. Ill. 1932) (receivership), rev’d on other grounds, 
sub nom., Guaranty Trust Co. v. Fentress, 61 F.(2d) 329 (C. C. A. 7th, 1932). 

67 An injunction against the sale of pledged collateral, including a large amount 
of the pledgor’s own bonds, was recently granted under the terms of the railroad 
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Within the scope of the present discussion is solely the question 
whether a power of sale is invalid because of the special nature of 
the pledged collateral, namely, because it consists of bonds of the 
pledgor rather than of the stocks or bonds of third parties. 

This problem can be adequately approached only with the dual 
nature of a mortgage bond clearly in mind — that it comprises both 
a promise to pay and a lien on property. As in connection with 
the pledgee’s rights of enforcement of such collateral without sale, 
the occasional cases of pledges of unsecured bonds shed valuable 
light upon the subject of the validity of a power of: sale, and 
permit an introductory consideration of the consequences of its 
exercise upon the promissory element of pledged mortgage bonds, 
apart from the complicating element of the security lien. 

If a pledgee of unsecured debentures were permitted to make 
a sale conveying to the purchaser full rights upon the debentures, 
the same injury to other creditors would occur, in the event of 
the pledgor’s insolvency, as if the pledgee were permitted to prove 
a claim upon such collateral not sold, as well as upon the principal 
obligation. In place of the pledgee’s single claim, there would 
arise the purchaser’s claim upon the face amount of the de- 
bentures plus the remaining claim of the pledgee, based upon the 
principal obligation so far as it had not been satisfied by the 
proceeds of the sale. As a result, the debtor’s liability would be 
increased by the mere fact of its having multiplied the number 
of its promises to pay the same debt. Most courts have shown no 
more hesitation in prohibiting such a multiplication of liabilities 
through the medium of a pledgee’s sale than where a pledgee 
without a sale attempts to prove claims upon both the collateral 
and the actual debt. Thus, in the leading Matthews case in 
1911,°° a power to sell pledged unsecured notes was held no longer 
valid after the pledgor’s bankruptcy. In a receivership, permis- 
sion to sell pledged debentures will similarly be denied,” and 


reorganization provisions of the Bankruptcy Act, § 77. In re Chicago, R. I. & Pac. 
Ry., supra note 9. Injunctions have been denied under the somewhat similar 
provisions of § 74. In re Doelger, (1933) 9 AM. Bxcy. Rev. 329; In re Chaiken, 
(1933) 10 Am. Bxcy. REv. 378. 

68 Matthews, Inc. v. Knickerbocker Trust Co., 192 Fed 557 (C. C. A. 2d, 1911), 
af’g in part, In re Matthews, Inc., 188 Fed. 445 (S. D. N. Y. 1911). See note 
76, infra. 

69 Third Nat. Bank v. Eastern R. R., 122 Mass. 240 (1877); Merchants Nat. 
Bank v. Eastern R. R., 124 Mass. 518 (1878). 
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even though a sale is made, if subsequent to such proceedings, no 
rights on the collateral will be accorded the purchaser whether it 
be the pledgee itself *° or any third party,” except perhaps a 
purchaser without notice.” 

Only the early Woods case in Maryland“ has cast a dissen- 
tient note into this otherwise general unanimity of opinion. Re- 
fusing to yield to the interests of general creditors of an insolvent 
brokerage firm, the court raised the question: “On what prin- 
ciple can it be said that a contract like this between debtor and 
creditor, made intelligently and in good faith, can be altered in 
a way prejudicial to the creditor, or its execution prevented by 
the subsequent insolvency of the debtor?” ** In certain respects, 
the Woods case is readily distinguishable for present purposes, 
since the pledged notes which had been sold were issued by a 
partnership rather than a corporation, and since after the firm’s 
insolvency its assets were administered by a trustee under an 
assignment for creditors rather than in bankruptcy or other court 
proceedings. Furthermore, the court reached its conclusion that 
the sale after the assignment was effective, giving the purchasers 
full rights on the notes, on the ground that the insolvent might 
itself have publicly sold the notes, applied the proceeds on the 
pledgee’s debt, and thereby reached the same result as by the 
pledgee’s sale.”* But, despite its distinguishing features, and de- 
spite the fact that it is safe to state with little reservation that no 
court after assuming jurisdiction of the administration of the 
assets of an insolvent corporation would today permit a power of 
sale to be exercised upon unsecured debentures pledged by the 
corporation, the Woods case is noteworthy. The solicitude for 
the strict contract rights of the pledgee shown by the court in that 


70 In re Waddell-Entz Co., 67 Conn. 324, 35 Atl. 257 (1896). 

71 See In re Blakely Ordnance Co., L. R. 8 Eq. 244, 247 (1869). 

72 See Union Nat. Bank v. People’s Sav. & Trust Co., 28 F.(2d) 326, 328 
(C. C. A. 3d, 1928) ; In re Waddell-Entz Co., 67 Conn. 324, 334, 35 Atl. 257, 258 
(1896). 

73 Matter of Woods, 52 Md. 520 (1879) (Bartol, C. J., dissenting). 

74 Td. at 536. 

75 See id. at 537, 541. An insolvent corporation cannot issue its own notes 
or bonds after its assets are being administered in receivership proceedings. Roberts 
v. Hughes Co., 86 Vt. 76, 83 Atl. 807 (1912). But cf. Ex parte Carolina Nat. Bank, 
18 S. C. 289 (1882). It of course cannot do so if bankrupt. 
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case is exemplary of the attitude reappearing among courts which 
have dealt with powers of sale over pledged mortgage bonds. 

Before passing from the subject of pledged unsecured deben- 
tures, notice must be taken of the fact that the conflict between 
the pledgee and the other creditors of the pledgor does not fully 
materialize without the pledgor’s insolvency. Just as the pledgee 
may generally pursue its remedies on the collateral rather than 
on the principal debt while the pledgor is a going concern, so also 
there appears to be much less objection to the exercise of the 
pledgee’s power of sale prior to the pledgor’s insolvency.” To 
this situation the argument of the court in the Woods case, that 
the pledgor itself might have made the sale, applies with much 
more cogency. 

Mortgage bonds are commercially far more important as a 
subject of pledge by a corporation than unsecured debentures. 
Even though a pledgee retains them through a collapse and liqui- 
dation of the pledgor, they afford real security for the principal 
debt. Whether, in addition to security, they afford liquidity for 
the debt by permitting the pledgee to realize quickly upon such 
collateral by exercise of a power of sale in the event of a default 
by the pledgor, depends essentially upon whether the element of 
the property lien in mortgage bonds is a distinguishing factor which 
justifies a condonation of the injurious effect of a sale resulting 
from the promissory element of such bonds. : 

If insolvency of the pledgor corporation is to terminate the 
pledgee’s rights under the power of sale, the actual institution of 
bankruptcy or other insolvency proceedings represents the most 
practical dividing line between the time when a power of sale 
may properly be available and the time after which its exercise is 
no longer permissible. The point of insolvency of the corpora- 
tion, reflecting the somewhat antiquated “ trust fund” doctrine, 


76 Compare Matthews, Inc. v. Knickerbocker Trust Co., 192 Fed. 557 (C. C. A. 
2d, 1911), where it appeared that the debtor corporation had sold to third parties 
6 of the 29 pledged debenture bonds, prior to the bankruptcy, subject to the 
pledgee’s lien on them. Although the proceeds of this sale had not been used to 
reduce the debt to the pledgee, the debtor had received an independent considera- 
tion for the bonds and the Circuit Court of Appeals, reversing the district court 
on this point, held these 6 bonds an outstanding obligation of the bankrupt and 
the pledgee therefore entitled to realize its lien upon them by exercise of its 
power of sale. 
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really marks the rise of serious injury to other creditors through 
an exercise of the pledgee’s power of sale, but after the actual 
institution of receivership or bankruptcy proceedings, the /is 
pendens creates a fairer warning to the pledgee,”’ and the court 
of administration is then in a position to act affirmatively: to pre- 
vent a sale.** Many courts, however, have failed to take cog- 
nizance of any possible alteration in the pledgee’s right to sell 
which might arise as a consequence of the institution of receiver- 
ship or bankruptcy proceedings, so that a classification of the 
cases is rendered difficult. 

Of those cases where an examination of the facts indicates that 
the pledgee’s sale antedated any receivership or bankruptcy of the 
pledgor corporation, the great majority have sustained the validity 
of the sale and have allowed the purchaser of the bonds to en- 
force them for their full value, whether sold to a third party ® or 


77 The principle in bankruptcy is long established that “the filing of the 
petition is a caveat to all the world and in fact an attachment and an injunction.” 
See Mueller v. Nugent, 184 U.S. 1, 14 (1902); May v. Henderson, 268 U. S. 111, 
117 (1925); Gross v. Irving Trust Co., 289 U. S. 342, 344 (1933). Likewise, 
in receivership proceedings a creditor with notice thereof cannot retain the benefits 
of an act constituting an interference with the assets of the corporation after the 
receivership, if the creditor seeks the allowance of a claim in the proceedings. 
Ward v. Connecticut Pipe Mfg. Co., 71 Conn. 345, 41 Atl. 1057 (1899); Hazen 
v. Lydonville Nat. Bank, 70 Vt. 543, 41 Atl. 1046 (1898). Although the ques- 
tion seems nowhere to have been raised, it might be argued that a sale within 
four months of bankruptcy may be a preferential transfer under § 60 of the Bank- 
ruptcy Act. But cf. Turner v. Metropolitan Trust Co., 207 Fed. 495 (C. C. A. oth, 
1913). 

78 The receivership or bankruptcy court has been held the only proper forum 
in which to obtain an injunction against a sale by a pledgee. Union Cattle Co. v. 
International Trust *Co., 149 Mass. 492, 21 N. E. 962 (1889); cf. International 
Trust Co. v. Union Cattle Co., 3 Wyo. 803, 31 Pac. 408 (1892). See also Sickles 
v. Richardson, 23 Hun 559, 562 (N. Y. 1881). 

79 Wheelwright v. St. Louis, N. O. & O. Canal Trans. Co., 56 Fed. 164 
(E. D. La. 1893); Newport & Cincinnati Bridge Co. v. Douglass, 12 Bush 673 
(Ky. 1877); Gilbert v. Fosston Mfg. Co., 174 Minn. 68, 216 N. W. 778, 218 
N. W. 451 (1928); Morris Canal & Banking Co. v. Lewis, 12 N. J. Eq. 323 
(1858); Medford v. Myrick, 147 S. W. 876 (Tex. Civ. App. 1912), writ of error 
denied, 150 S. W. xix (1912); Broomall v. North Am. Steel Co., 70 W. Va. 591, 
74 S. W. 863 (1912); see Gilchrist Trans. Co. v. Phenix Ins. Co., 170 Fed. 279, 
284 (C. C. A. 6th, 1909) ; Peacock v. Phillips, 247 Ill. 467, 474, 93 N. E. 415, 417 
(1910); Jesup v. City Bank, 14 Wis. 331, 340 (1861) ; cf. Warner v. Rising Fawn 
Iron Co., Fed. Cas. No. 17,188 (N. D. Ga. 1878) ; Smith v. Pillsbury, 39 Cal. App. 
240, 178 Pac. 719 (1918) ; Lembeck v. Jarvis Terminal Cold Storage Co., 70 N. J. 
Eq. 757, 64 Atl. 126 (1906). 
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bought in by the pledgee itself.*° The courts of the state of 
Missouri alone,** as a consequence of the leading case in that 
jurisdiction of Dibert v. D’Arcy,” appear to be now fully com- 
mitted to the rule that a pledgee cannot under any circumstances, 
irrespective of the pledgor’s solvency, sell pledged mortgage 
bonds.** The expression of opinion by the court in Dibert v. 
D’Arcy condemning a pledgee’s power of sale was wholly dicta,* 
but, by reason of the emphatic position that was taken, the courts 
of Missouri and of other jurisdictions have accepted the opinion 
as expository of the law of that state. The court at the outset of 
its opinion qualified the general rule that a pledge of corporate 
bonds is an “issue” of the bonds, declaring: “. . . we shall as- 


sume, for reasons to be more fully stated hereafter, that these 
bonds were unissued, otherwise than is implied by their delivery 
as collateral security upon the notes of the corporation.” ** There- 
upon, the court proceeded with an analysis which completely 
separated the promissory element of pledged bonds from their 


80 Turner v. Metropolitan Trust Co., 207 Fed. 495 (C. C. A. oth, 1913); 
Farmers’ Loan & Trust Co. v. Toledo & S. H. R. R., 54 Fed. 759 (C. C. A. 6th, 
1893); Atlantic Trust Co. v. Woodbridge Canal & Irrigation Co., 86 Fed. 975 
(N. D. Cal. 1897); Allen v. Dallas & W. R. R., Fed. Cas. No. 221 (W. D. Tex. 
1878) ; see Gilbert v. Fosston Mfg. Co., 174 Minn. 68, 79, 80, 216 N. W. 778, 218 
N. W. 451, 452 (1928) ; cf. Sickles v. Richardson, 23 Hun 559 (N. Y. 1881) ; Hunt 
v. Memphis Gaslight Co., 95 Tenn. 136, 31 S. W. 1006 (1895); New Memphis 
Gaslight Co. Cases, 105 Tenn. 268, 60 S. W. 206 (1900). 

81 But cf. Knickerbocker Trust Co. v. Penacook Mfg. Co., 100 Fed. 814 
(D. N. H. 1900); Union Trust Co. v. Electric Park Amusement Co., 163 Mich. 
687, 130 N. W. 306 (1910) ; Title Guarantee & Trust Co. v. Queens Land & Title 
Co., 178 App. Div. 931, 165 N. Y. Supp. 1115 (1917). 

82 248 Mo. 617, 154 S. W. 1116 (1913). 

83 Franklin Bank v. Meinecke, 231 S. W. 1067 (Mo. App. 1921); St. Louis 
Union Trust Co. v. Universal Glass Co., 220 Mo. App. 1205, 299 S. W. 132 (1927). 
But see Choutean v. Allen, 70 Mo. 290, 330, 335 (1879). 

84 The sale by the pledgee, after the pledgor’s assignment for the benefit of 
creditors, was held void as a colorable transaction under the general law of pledges 
by the lower court, and no appeal was taken from this decision, although the point 
was considered and the decision below fully approved by the supreme court. The 
same sale was held void for fraud in Dibert v. Wernicke, 214 Fed. 673 (C. C. A. 6th, 
1914). After the sale, the pledgee had assigned both the bonds and the notes evi- 
dencing the principal debt, and the assignee had foreclosed the mortgage securing 
the bonds. The actual decision of the court was a dismissal of the assignee’s de- 
ficiency claim upon the notes because the bondholder had bought in the property 
at the foreclosure sale for an inadequate price. 

85 248 Mo. at 642-43, 154 S. W. at 1123. 
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element as a property lien, asserting that the pledgee acquired no 
rights whatsoever from the former, and simply a right to share 
in the mortgage proceeds from the latter,** and thereby finally 
concluded that in pledged mortgage bonds “ the holders have only 
a special and unmarketable interest inseparable from the in- 
debtedness which they secure.” *’ The result appears unneces- 
sarily extreme, for, as pointed out in connection with pledged 
unsecured bonds, the pledgor corporation itself might sell its 
bonds while a solvent concern and thereby obtain funds to dis- 
charge its debt to the pledgee.** 

The most recent case found involving a pledgee’s sale while the 
pledgor corporation was apparently a going concern evoked an 
express repudiation by the Supreme Court of Minnesota of the 
rule of Dibert v. D’Arcy.® But while probably warranting an 
almost complete isolation to the jurisdiction in which it arose, the 
courts of some other states have similarly treated powers of sale 
accompanying pledges of non-negotiable mortgage bonds of in- 
dividuals.*° Principles of negotiability, however, do not lie at 
the basis of the Missouri rule. A power of sale, in order to be 
effective, should permit a purchaser at the sale to acquire full 


rights on the bonds even though the purchaser has actual knowl- 
edge that the sale is by the pledgee,” while even if a power of 
sale is void, the Missouri court in Dibert v. D’Arcy recognized 


86 See 248 Mo. at 642-43, 154 S. W. at 1123. 

87 Id. at 645, 154 S. W. at 1124. 

88 Quaere whether even the Missouri courts might recognize a distinction if a 
pledgee sold as agent for a pledging corporation while the latter was a going concern. 

89 See Gilbert v. Fosston Mfg. Co., 174 Minn. 68, 80-81, 216 N. W. 778, 218 
N. W. 451, 452 (1928), in which the court said: “ But under the rule of Dibert v. 
D’Arcy . . . , there can be no power of sale in the real sense, but only the power, 
although the form of a sale be resorted to, of a bare assignment by the creditor of 
his right to use the collateral for the purpose of collecting his debt. Therefore, 
while that rule may achieve equity and avoid harsh results in given cases, it does 
seem to thwart the plain purpose of a lawful contract and to be in opposition to 
current, lawful practices and purposes of business.” ° 

90 Peacock v. Phillips, 247 Ill. 467, 93 N. E. 415 (1910) ; Gutman v. Schreiber, 
173 App. Div. 670, 160 N. Y. Supp. 243 (1916), aff'd, sub nom., Gutman v. Liv- 
ingston, 226 N. Y. 582, 123 N. E. 868 (1919). In Peacock v. Phillips, the Illinois 
court by a dictum expressly excepted corporate mortgage bonds from the scope 
of its decision. 247 Ill. at 474, 93 N. E. at 417. 

91 See Mercer v. Steil, 97 Conn. 583, 590-91, 117 Atl. 689, 691 (1922); cf. Burns 
v. New Mineral Fertilizer Co., 218 Mass. 300, 105 N. E. 1074 (1914). 
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that a sale to a bona fide purchaser without notice of the pledge 
might give rise to full rights on the bonds.” 

Pledgees of mortgage bonds are essentially concerned with 
whether a power of sale may be exercised after the institution of 
receivership or bankruptcy proceedings for the pledgor corpora- 
tion. After such a time, too, this question becomes of real concern 
to the other creditors of the insolvent who may be injured by an 
effective sale as a consequence of the promissory element in the 
pledged bonds.*® After the institution of insolvency proceedings, 
the propriety of a sale may be raised either by an application for 
an explicit injunction restraining a pledgee from selling, or by 
a motion to set aside a sale, or by objection to the allowance 
of a claim based on a sale even though no express injunction 
has issued.** The fundamental basis for prohibiting a sale 


92 See 248 Mo. at 642-43, 154 S. W. at 1123. Where pledged negotiable bonds 
reach the hands of a bona fide holder without notice of the pledge they are, of 
course, enforceable. Morris Canal & Banking Co. v. Fisher, 9 N. J. Eq. 667 (1855); 
Grand Rapids & Ind. R. R. v. Sanders, 17 Hun 552 (N. Y. 1879); cf. Lembeck v. 
Jarvis Terminal Cold Storage Co., 70 N. J. Eq. 757, 64 Atl. 126 (1906); Shellen- 
berger v. Altoona Ry., 212 Pa. 413, 61 Atl. 1000 (1905). 

93 A clear illustration of the consequence of an effective sale of pledged mortgage 
bonds may be drawn from the case of the authorization given by the I. C. C. to 
the New York Central Railroad to pledge in a single instance $100,000,000 of its 
mortgage bonds at a ratio of $125 of bonds at current market prices for each $100 
in face amount of notes secured. See note 6, supra. At the time this authorization 
was granted the bonds intended to be pledged were selling in the market at 75. 
The report of the I. C. C. recited that the railroad had outstanding bank loans 
slightly in excess of $50,000,000. A pledge of the bonds at the ratio fixed by the 
Commission permitted a pledge of $166 face amount of bonds for each $100 face 
amount of notes, so that $83,333,333 of bonds might be pledged for a $50,000,000 
loan. During the following year, 1932, bonds of the issue pledged sold as low as 
35. Assume the receivership of the railroad at such time, and that upon a fore- 
closure of the property securing the bonds, the proceeds would have netted $35 
per $100 face amount of bonds. What would have been the comparative con- 
sequences with and without an effective sale? Jf no sale: (1) the total debt prov- 
able against the railroad would have been $50,000,000; (2) the proceeds of the 
mortgage foreclosure (35% of $83,333,333) — $29,166,667; (3) the maximum de- 
ficiency recovery from general assets on the notes ($50,000,000 minus $29,166,667) — 
$20,833,333. But if a sale: (1) the total debt provable against the.railroad (face 
amount of bonds plus notes) — $133,333,333; (2) proceeds of a sale of the bonds at 
35 — $29,166,667; (3) maximum deficiency recovery from general assets on the 
notes — $20,833,333; (4) the proceeds of the mortgage foreclosure — $29,166,667 ; 
(s) the maximum deficiency recovery from general assets on the bonds ($83,333,333 
minus $29,166,667) — $54,166,667; (6) total maximum deficiency recovery from 
general assets on the bonds and the notes — $75,000,000. 

94 See note 77, supra. 
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is no different whether the proceedings be in a bankruptcy 
court or in any other court exercising proper jurisdiction 
over an insolvent corporation either pursuant to a statute or in 
equity. 

Of the cases involving the validity of a power to sell pledged 
mortgage bonds after the institution of receivership proceedings 
for the pledgor, the Mississippi Valley Trust Co. case *° is the most 
noted for having nullified the power of sale by enjoining a pledgee 
from making any sale. The Circuit Court of Appeals rested its 
decision primarily upon a finding that the pledge before it was 
a Missouri transaction governed by the local law, and the dicta in 
Dibert v. D’Arcy was quoted at length in the opinion as a con- 
trolling precedent. Without stopping at that point, however, 
the court proceeded to support its decision on the particular ground 
of the existence of the receivership proceedings. Squarely meet- 
ing the argument that even a debtor’s insolvency could not pre- 
vent a creditor’s enjoyment of a preéxisting contract right, the 
court answered that the diminution in the value of the right of 
every creditor to participate in the insolvent corporation’s assets 
which might result from a sale of the bonds would be in substance 
and effect an interference with those assets; therefore, the power 
of the court to enjoin the sale was brought within the principle 
that property in the hands of a receiver appointed by a court may 
not be interfered with even to carry out previous contracts.” In 
declaring that after the assets of a corporation are being ad- 
ministered by a receiver of a court, a sale of pledged bonds is 
improper because of its interference with property in custodia 
legis, the court produced an able legalistic rationalization which 


95 Mississippi Valley Trust Co. v. Railway Steel Spring Co., 258 Fed. 346 
(C. C. A. 8th, 1919). Accord: cf. Welch & Co. v. Central San Cristobal, Inc., 6 
Porto Rico Fed. 564 (1914). But cf. Gregg Co., Ltd. v. Utuado Sugar Co., 7 Porto 
Rico Fed. 219 (1914). 

96 The court said: “ This holding of the Missouri court is controlling here, and, 
though it is opposed to the views of a number of other courts, yet it is not without 
support of high authority. In re Waddell-Entz Co., 67 Conn. 324, 327, 35 Atl. 257; 
Jno. Matthews v. Knickerbocker Trust Co., 192 Fed. 557, 113 C. C. A. 29; Third 
Nat. Bank v. Railroad, 122 Mass. 240.” 258 Fed. at 353. The court thus aligned 
Dibert v. D’Arcy with the leading American cases denying the right of a pledgee 
to sell unsecured bonds after the pledgor’s insolvency or receivership. 

97 See 258 Fed. at 354, 355. Upon this reasoning a sale within four months of 
bankruptcy might well be held a preference. See note 77, supra. 
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had not appeared in the earlier cases denying validity to a sale 
under similar circumstances of pledged unsecured bonds, and 
which met the equally legalistic assertion that a creditor’s con- 
tract rights could not be impaired by the mere intervention of 
the debtor’s insolvency. 

The bulk of the receivership cases stand opposed to the Mis- 
sissippi Valley Trust Co. case, but since in many of these the re- 
ceiverships appear to have been of a limited character, it is ques- 
tionable whether the principle of that case applied. In several 
instances an application for an injunction against a pledgee’s sale 
has been denied,” and in additional cases, over objections to the 
validity of such a sale, the purchaser has been accorded full 
rights on the bonds,” as well as the right to collect the balance 
owing on the principal debt after deducting the proceeds of the 
sale.*°° In most of these cases, the validity of an effective sale 
was upheld without express consideration of the problem peculiar 
to a pledge of a corporation’s own bonds to secure its debt. In 
one case subsequent to the Mississippi Valley Trust Co. decision,’” 
the reasoning that a sale was an interference with assets in the 


98 Rogers Brown & Co. v. Tindel Morris Co., 271 Fed. 475 (E. D. Pa. 1921) ; 
Miller v. American Bank & Trust Co., 85 W. Va. 82, 100 S. E. 864 (1919). In 
Guaranty Trust Co. v. Galveston City R. R., 87 Fed. 813 (C. C. A. sth, 1898), a 
receiver of mortgaged property of the railroad was appointed in a suit to foreclose 
a first mortgage, and the railroad applied for an injunction restraining the sale by 
a pledgee of second mortgage bonds. The court held the second mortgage bonds 
not assets subject to the control of the receiver and denied the injunction. In Mat- 
ter of Binghampton Gen. Elec. Co., 143 N. Y. 261, 38 N. E. 297 (1894), a cor- 
poration was in voluntary liquidation under a New York statute. An order en- 
joining the sale of the corporation’s pledged mortgage bonds was reversed on the 
ground that no statutory authority for the order existed and that the court under 
the statutory proceedings had no general equity powers. Compare Peck v. New 
York & N. J. Ry., 85 N. Y. 246 (1881), aff’g 22 Hun 129 (N. Y. 1880). See also 
Hendrie & Bolthoff Mfg. & Supply Co. v. Beck, 72 Colo. 387, 211 Pac. 365 (1922). 

99 Morris v. East Side Ry., 104 Fed. 409 (C. C. A. oth, 1900) (sale to third 
party) ; Fidelity Insurance, Trust & Safe Deposit Co. v. Roanoke Iron Co., 81 Fed. 
439 (W. D. Va. 1896) (sale by pledgee to self); Mercer v. Steil, 97 Conn. 583, 117 
Atl. 689 (1896) semble. Compare the cases under the Wisconsin statute (see note 
16, supra) in which a sale has been approved at 75 per cent of the par value of 
the pledged bonds. Hinkley Co. v. Gerlinger Elec. Steel Casting Co., 200 Wis. 48, 
227 N. W. 308 (1928) ; First Sav. & Trust Co. v. Waukesha Canning Co., 211 Fed. 
927 (C. C. A. 7th, 1914). 

100 Bush v. Adams, 165 Fed. 802 (S. D. N. Y. 1908); Ex parte Carolina Nat. 
Bank, 18 S. C. 289 (1882). 
101 Rogers Brown & Co. v. Tindel Morris Co., 271 Fed. 475 (E. D. Pa. 1921). 
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possession of the court, was expressly repudiated,’°”? but other- 
wise the courts in these cases displayed no apparent appreciation 
of the special nature of a pledge of a corporation’s own bonds and 
of the consequences of a pledgee’s sale after the corporation’s 
insolvency. 

The bankruptcy authorities are led by a flat statement of the 
United States Supreme Court in the early case of Jerome v. 
McCarter *** that bankruptcy does not invalidate a pledgee’s right 
to sell mortgage bonds pledged by the bankrupt. The case went 
up on an appeal from an order for foreclosure of the mortgage se- 
curing the bonds, in equity proceedings,*** but the defendant cor- 
poration had been adjudicated a bankrupt subsequent to the in- 
stitution of the suit. Objection was raised to the right of certain 
pledgees to institute the foreclosure suit as an assertion of their 
rights on the pledged bonds, and although the Court upheld the 
right of the pledgees, as such, to enforce the mortgage and re- 
ceive their shares of the proceeds up to the amount of their actual 
claims,’® the following statement was included in the Court’s 
opinion: 

“ There is some proof that, when the company became bankrupt 
(Aug. 28, 1872), some of the bonds were held as collaterals for loans 
made to the company smaller in amount than the bonds pledged. But 
the bonds were subsequently sold by the pledgees, and the present 
holders hold them by absolute right. The position that the pledgees 


102 The court pointed out that the pledged bonds themselves were not property 
in its possession, and strictly limited its power to tangible property of a possessory 
character, stating as to injunctive authority: “The courts have restricted its 
application, making possession the dividing line. Business has adapted its transac- 
tions to this line. To draw another between choses in action would be an in- 
novation, and a disturbing one.” 271 Fed. at 476. But the court pointedly con- 
cluded with the following statement: “We are not concerned with any question 
of the marshaling of assets, but with the right of the creditor to realize on his 
collateral. The sum realized may well depend upon the time when sold. The bonds 
now might sell for enough to pay the pledge. If sold later, they might bring less 
or more. The effect of a sale, with respect to the rights of the purchaser and of 
the creditor, as well as of other creditors on final distribution, must be left to 
await that event.” Jd. at 477. Thus, the court left open the way to a complete 
vitiation of the effectiveness of the sale which it refused to enjoin. Compare the 
Battle Island Paper Co. case, pp. 1123-24, infra. 

103 94 U. S. 734 (1876). 

104 Sutherland v. Lake Superior Ship Canal, R. R. & Iron Co., Fed. Cas. No. 
13,643 (E. D. Mich. 1874), aff'd. 

105 See cases cited in note 31, supra. 
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could not sell the pledge after the adjudication in bankruptcy, is quite 
untenable. It is sustained by nothing in the Bankrupt Act. The bonds 
were negotiable instruments. They passed by delivery, and even were 
there no expressed stipulation in the contracts of pledge, that the pledgee 
might sell on default of the pledgor, such a right is presumable from the 
nature of the transaction. Certainly the Bankrupt Act has taken away 
no right from a pledgee secured to him by his contract.” *°° 


The Court apparently saw no distinction between a pledge of 
a corporation’s own bonds and a pledge of other collateral. 

In 1912 the Circuit Court of Appeals for the Second Circuit 
affirmed a denial of an injunction restraining the sale of a bank- 
rupt corporation’s pledged mortgage bonds, upon a one-sentence 
opinion of the court below placing the decision “ on the authority 
of Jerome v. McCarter”.*°’ That was within a year after the 
same court in the Matthews, Inc. bankruptcy had upheld an in- 
junction forbidding the sale of unsecured bonds.’ Either the 
court failed to see the existence of an identical issue in the two 
cases, or lacked the courage to attempt a distinction.’ Since then, 
a district court in the same circuit, ignoring the later case, has ap- 
plied the Matthews decision to a pledge of mortgage bonds, in 
the Battle Island Paper Co. bankruptcy.’*® In doing so, however, 
the court followed an erratic course. First, it modified an absolute 
injunction against the sale of the pledged bonds, so as to permit a 
sale, but only subject to certain conditions which prevented full 
rights from arising therefrom on both the bonds and the unpaid 
balance on the notes secured. After this order, the pledgee sold 


106 g4 U. S. at 739. 

107 Jn re Ironclad Mfg. Co., 192 Fed. 318 (C. C. A. 2d, 1912). See also, s.c., 
190 Fed. 320 (C. C. A. 2d, 1911). 

108 See note 68, supra. 

109 The suggestion has been made, without recognition of the distinction be- 
tween mortgage bonds and unsecured bonds, that the Matthews case was overruled 
by this later decision. See GLENN, CrEprITors’ RicHTs AND REMEDIES (1915) § 545. 
But it is hardly conceivable that a court would sanction a sale of unsecured bonds 
after bankruptcy. 

110 Jn re Battle Island Paper Co., 259 Fed. 921 (N. D. N. VY: 1919). Com- 
pare In re Progressive Wall Paper Corp., 224 Fed. 143 (N. D. N. Y. 1915), where the 
same court modified an injunction against the sale of pledged mortgage bonds to 
permit a sale at par, pursuant to the court’s construction of the requirements of 
the New York statute where the pledge was for an antecedent debt. See notes 17, 
19, supra. A sale at par would obviate all necessity for the rule of the Matthews 
and Mississippi Valley Trust Co. cases. 
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to itself. A pro ratashare of the proceeds of the foreclosure of the 
mortgage then having been distributed to the pledgee, the court 
allowed the pledgee a deficiency claim based upon the face amount 
of the bonds rather than upon the notes.*** The pledgee sought 
to have a further claim allowed on the notes, which was denied, 
along with an expression by the court of doubt as to having fol- 
lowed the proper course in allowing the claim against general as- 
sets on the bonds rather than on the principal debt, but this order 
was allowed to stand for want of proper objection. The court 
quoted from the Matthews case and cited with approval a majority 
of the other American cases involving pledged unsecured col- 
lateral, as well as the leading case of Hitner v. Diamond State Steel 
Co.,"* which denied a double proof against general assets where 
mortgage bonds were pledged but no sale had taken place.’** The 
explanation appears to be that the court felt bound by precedent 
to allow a sale,*** but, once the sale had been held, it was accorded 
no practical effect, and the court proceeded (aside from its ad- 
“mitted error as to the basis for the deficiency claim) to accord the 
pledgee only the same rights as if no sale had occurred. Thus, em- 
barrassing precedents were circumvented while the desired re- 
sult of denying effect to a sale after bankruptcy was attained. 

If the “ weight of authority ” is to be judged numerically, there 
is no question but that the majority of judicial precedents sustain 
the validity of an effective sale by a pledgee of mortgage bonds 
pledged by a corporation to secure its own debt, whether the sale 
be made while the corporation is a going concern, or after it is 
insolvent and in the hands of a receiver or in bankruptcy.’” 


111 The court probably was led astray on this point by In re Waterloo Organ 
Co., 154 Fed. 657 (C. C. A. 2d, 1907), in which the court, after allowing the pledgee 
a full secured claim on the bonds, substituted its claims as a general creditor on the 
bonds for its pro tanto claim on the notes. See note 42, supra. 

112 176 Fed. 384 (D. Del. 1910). 

113 In the Hitner case, the court declared by way of dictum that the pledgees 
were entitled to make a valid sale, but further suggested that “the banks might 
commit a fraud in receiving not only the purchase money for the bonds but divi- 
dends on the original indebtedness of the steel company to them to such an extent 
as to work an overpayment of their real claims.” See 176 Fed. at 399. 

114 Jerome v. McCarter, 94 U.S. 734 (1876); In re Ironclad Mfg. Co., 192 Fed. 
318 (C. C. A. 2d, 1912). See also cases cited in note 81, supra. 

115 Most text writers, with no greater attempt at analysis of the problem in- 
volved than has marked the majority of court opinions, have asserted the right 
of a pledgee to sell under all circumstances. See BLack, BANKRUPTCY (3d ed. 1922) 
§ 391, n.418; 1 CLARK, ReceIvers (2d ed. 1929) $§ 278, 380; CoLEBROOKE, Col- 
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Judged either by the force of logic of the opinions or by the his- 
torical trend of the cases, however, there is ample justification 
for grave doubts of the validity today of an effective sale after 
the pledgor’s insolvency. The Mississippi Valley Trust Co. case 
is one of the latest of the receivership decisions and the Battle 
Island Paper Co. case **® appears to be the most recent of the re- 
ported bankruptcy cases. In the one a sale was enjoined abso- 
lutely, while in the other it was allowed and then emasculated to 
a mere formality. The Mississippi Valley Trust Co. case also 
expressed in cogent language the basis for the decision, while the 
cases which have upheld the validity of a sale have gone no further 
than to disclaim any power of a court to interfere with the con- 
tract rights of a pledgee. The reasoning in these latter cases will 
not bear the test of comparison with the cases involving pledges 
of unsecured bonds. In the case of unsecured bonds the contract 
rights of the pledgee are fully as explicit as those of any pledgee 
of mortgage bonds, yet there is little doubt of the power of bank- 
ruptcy and receivership courts to prevent an exercise of those 
rights to the injury of other creditors.’”” 

Unquestionably there is practicality in encouraging loans which 
may sustain a hard-hit company long enough for it to survive a 
depression. And yet the need for liquidity in all bank loans, on 
the one hand, and, on the other, the importance of protecting other 
creditors of a company which has failed with heavy bank loans 
secured by its own bonds, are factors difficult to compromise. To 
allow a sale under conditions which would limit the right of the 
purchaser to a distributive share of the proceeds of the fore- 
closure is a possible solution. This would eliminate a multi- 
plication of claims against general assets, while permitting the 
pledgee to pass on to the purchaser the speculative risk as to the 


LATERAL SECURITIES (2d ed. 1898) § 120; 2 Coox, Corporations (8th ed. 1923) 
§ 476, pp. 1572-73; 3 id. § 642, p. 2396; 4 id. § 763, pp. 3403-09; 5 id. § 870, p. 3988; 
6 FLETCHER, CORPORATIONS (Perm. ed. 1931) § 2725; 2 MacHEM, CoRPORATIONS 
(1908) § 1760; 5 RemincToN, BANKRUPTCY (3d ed. 1923) § 923, n.32; SHORT, 
way Bonps AND MortcacEs (1897) § 67; 3 THompson, CorPoRATIONS (3d ed. 1927) 
§ 2387. But see GLENN, CREDITORS RiGHTS AND REMEDIES (1915) § 545; JONES, 
CorPorATE Bonps AND MortcaceEs (3d ed. 1907) § 181a. 

116 The Battle Island Paper Company case has been cited with approval, along 
with the Matthews case, in two recent bankruptcy decisions. In re Wise Shoes, Inc., 
2 F. Supp. 521 (S. D. N. Y. 1932), aff'd, 64 F.(2d) 1023 (C. C. A. 2d, 1933); In re 
International Match Corp., 3 F. Supp. 445 (S. D. N. Y. 1932). 

117 See pp. 1113-14, supra. 
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ultimate amount of the proceeds of foreclosure."** The general 
assets of a heavily mortgaged company are notoriously mea- 
ger, particularly in the case of railroads, so that it is not un- 
likely that bonds with such limited rights might be worth very 
little less than bonds which had been owned outright. The solu- 
tion, nevertheless, runs into substantial practical difficulties. It 
would probably necessitate stamping a notation on such bonds 
to distinguish them. It would add still another class of creditors 
to a probably complex situation and would further complicate 
any reorganization plans and any arrangements for buying in the 
mortgaged property against a pro tanto surrender of outstanding 
bondholders’ claims. 

If such a make-shift solution is not accepted, the courts must 
frankly decide whether an unrestricted sale by a pledgee is justi- 
fiable to the detriment of other creditors. The Missouri rule 
appears unwarranted and certainly not sustainable if a pledgee 
sells as agent for the pledgor in order to liquidate the principal 
debt while the pledgor is a going concern. But after insolvency 
intervenes as an added factor, a court administering the assets of 
the pledgor cannot properly hide behind a disclaimer of power 
to prevent the pledgee’s sale. The power to curb a sale of un- 
secured bonds lies upon identical grounds and is unquestionable. 
And although a court, in its discretion, may deem a sale of bonds 
pledged to secure a bank loan desirable in a particular instance, 
the occasion cannot be imagined when a sale of bonds securing 
a public note issue or a general mortgage issue could be justified. 
Even as to bank loans, it must be recognized that in most instances, 
and certainly in the great majority of reported decisions upon 
this subject, banks buy in the bonds themselves, hold them, and 
ultimately seek to prove both for the balance on the principal 
debt and fully upon the bonds. A need for the liquidity of loans 
is in nowise solved by this procedure, and the only practical ef- 
fect is a profit for the pledgee at the direct expense of other 
creditors. The court sitting in bankruptcy or in an equity re- 
ceivership here must exercise its discretion according to the Chan- 


cellor’s Conscience. 
Sinclair Hatch. 


WasuinctTon, D. C. 


118 Even this solution would still favor the pledgee at the direct expense of 
other creditors, if the pledgees’ share of the proceeds should exceed its actual claim 
on the principal obligation. Compare note 37. supra. 
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MULTIPLE CAUSATION AND DAMAGE 


NEW phase of the problems arising from multiple causation 
followed by loss has attracted attention. If an innocent 
cause concurs with a cause negligently created to inflict loss upon 
an innocent third party, where does or should the law leave the 
matter? With each of the causes sufficient in itself to produce the ; 
result, has the negligent party’s dereliction become an actionable 
wrong? 
This late branch of that umbrageous tree, negligence, was given 
passing notice by Judge Jeremiah Smith, and in his opinion the 
“but for ” test absolves the negligent party from liability, unless 
both causes are wrongful.* Actual litigation had previously re- 
sulted in the same conclusion. Thus, where two fires, one origi- 
nating from the defendant’s negligence, the other from an un- 1 
known cause, united before reaching and destroying the plaintiff’s 
property, the highest court of Wisconsin held the defendant not 
liable on the ground that the same misfortune would have énsued 
without the defendant’s wrong.” Much later, however, the Su- 
preme Court of Minnesota rejected the “but for” test under 
strikingly similar facts.* The tentative approval of the Minne- 
sota view by the American Law Institute,* together with the 
closely related problem of damages, raised by the recent decision 


1 “A defendant’s tort cannot be considered a legal cause of plaintiff’s damage, 
if that damage would have occurred just the same even though the defendant’s 
tort had not been committed. . . . Exception. Where two tortfeasors are simultane- 
ously operating independently of each other, and the separate tortious act of each 
is sufficient in and of itself to produce the damaging result.” See Smith, Legal 
Cause in Actions of Tort (1912) 25 Harv. L. REv. 303, 312. See also an earlier 
statement of the same proposition in Smith, (1911) id. 103, 109. 

2 Cook v. Minneapolis, St. P. & S. S. M. Ry., 98 Wis. 624, 74 N. W. 561 (1898). 
But the practical effect of this case has been materially lessened by the subsequent 
decision of Kingston v. Chicago & N. W. Ry., 191 Wis. 610, 211 N. W. 913 (1927), 
in which it was held under analogous facts that the plaintiff was entitled to recover 
if the defendant failed to establish to the satisfaction of the jury that the second 
fire was innocently set. 

8 Anderson v. Minneapolis, St. P. & S. S. M. Ry., 146 Minn. 430, 179 N. W. 45 
(1920). 

4 Torts RESTATEMENT (Tentative Draft No. 8, 1932) § 307 (2), comment d. 
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- of Dillon v. Twin State Gas & Elec. Co.,’ invite a more detailed 
examination of the topic. 


I 


All precedent forces having any part in producing a result are 
of course logically causal. How far causal acts shall involve legal 
responsibility is very largely settled upon moral considerationy 
often denominated justice. In the solution of this problem three 
elements have been stressed: (1) the immediateness of causation; 
(2) the quantity or percentage of causation where there are mul- 
tiple causes; and (3) the strictly moral element, including the 
state or operation of the actor’s mind. 

i With the issue of remoteness we are not here especially con- 
cerned. Where the wrong is done intentionally the law seeks 
more remotely for results and denies defences like contributory 
negligence. The quantitative issue is generally and properly dis- 
posed of as one of fact, for the law requires only the finding of 
“ substantial ” contribution.® 

: At the outset, however, difficulty is encountered in defining the 
term, substantial factor. One has only to read the limitations of 
{ the expression, as set forth in the Restatement, to appreciate some 
; of the perplexities. Multiplicity of causal factors, extraordinary 
\ character of the result, negligently created situations harmless 
| 

1 


unless acted upon by other forces, and lapse of time,’ are all 
rightly denominated important considerations. To the judge is 
assigned the difficult task of deciding whether they have sufficient 
persuasiveness to warrant their submission to the jury for con- 
sideration.* Being essentially questions of fact there can be no 
hard and fast rule to guide the judge. 

Considering the inherent difficulties in determining legal causa- 
tion, the “substantial factor ” test probably meets the normal 
situation as adequately as may be expected. Its application, how- 
ever, to all cases of multiple causation, as advocated by the Re- 
statement, encounters real trouble. Even though the defendant’s 
act was not a necessary factor and the same result would have 


5 85 N. H. 449, 163 Atl. 111 (1932). 8 Id. § 309. ; 
® Torts RESTATEMENT (Tentative Draft No. 8, 1932) § 306. if 
7 Id. § 308. 
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ensued without it, the jury are to decide whether or not it was a 
substantial factor, and fix liability or non-liability accordingly.° 
What is it that the jury are to consider in such a situation? The 
defendant’s dereliction is conceded, and there seems to be but one 
test for the jury to apply. If they think that on the whole he 
ought to pay they will find against him, and vice versa. While 
this result may not be a novelty in our law, it is one to be avoided 
whenever possible. A rational application of the more precise 
“but for” test considerably lessens the capricious choice of the 
jury. Only so far, therefore, as the restatement’s exception can 
sustain the burden of proving that the “ but for ” test works in- 
justice to the damaged party, should it be accepted. 

In attempting to ascertain the true limitations of the rule that 
a negligent defendant cannot be held liable for damage which; 
would have resulted without his fault, it is essential to consider 
several classes of concurrent causation, and to account for and 
harmonize the applicable rules as to liability. The general divi- 
sion is between cases where both causes are wrongful and those 
where one is wrongful and the other innocent. In each class there 
are also questions as to strictly concurrent causes, and as to in- 
stances where more or less sequence in causation is to be found. 

The propositions advanced herein as to these several situations 
may be stated as follows: (1) Where one cause is innocent and 
the two causes are strictly concurrent, the author of the wrongful 
cause is not liable. (2) Where an innocent cause is impending 
and a guilty one becomes operative, the imminence of the former 
is to be taken into account in ascertaining the extent of the dam- 
age caused by the latter. (3) In the case of two strictly concur- 
rent wrongful causes there is joint and several liability for all the 
damage. (4) Where two wrongful causes are more or less succes- 
sive, the same rule prevails, until a point is reached where the 
result created by each is so separable as to be no longer treated as 
a common product in fact. 

The reasons pro and con for the existence of these several rules, 
and the distinctions properly drawn between the several situa- 
tions, are so interwoven that it has seemed desirable to treat all 
of them as related to the first two, rather than to take them up 
seriatim. Indeed the last two, relating to the liability of so-called 


9 Id. § 307. 


| 

47 

| 

i 

| 

if 
é | 


1130 | HARVARD LAW REVIEW [Vol. 47 


joint tortfeasors, are so thoroughly orthodox that it would be idle 
to discuss their*soundness. But as they are quite closely related 
to those under observation, they enter into the solution of the 
problems. They serve as checks and tests for conclusions, and 
demand explanations for departures from apparent unity in re- 
sults. 

Damage done is an essential element in the cause of action for 
negligence. It is here that the root of the problem is to be found. 
Where strictly concurrent causes are all wrongful, the rule refus- 
ing contribution between joint wrongdoers and holding each re- 
sponsible for the damage done by all renders the solution plain. 
But where one of the causes is innocent and the other culpable in 
origin, as of the two fires uniting before reaching and burning the 
plaintiff’s house, must the negligent actor pay the whole loss, or is 
he responsible for none of it? On the one hand is sufficient wrong- 
ful causation of a physical result, and on the other, inevitable loss 
not increased by the defendant’s wrong. Recovery would make 
the plaintiff better off than he would have been if the defendant 
had done no wrong. [So long as the innocent cause is in actual, 

V inescapable operation before the wrongful act becomes efficient, 
it is not apparent how the latter can be considered the cause of 
the loss.] Causation is matter of fact, and that which is not in fact 
causal ought not to be deemed so in law. The defendant’s act may 
have furnished some cause for the fire, but causing a fire at that 
time and under those circumstances did not injure the plaintiff, 
and neither moral justification nor logic would charge the wrong- 
doer for damage which he had not caused. 

Whether the innocent cause would surely have done the damage 
must, of course, be determined. In this situation the issue of 
causation of loss is for the jury, for the rule of escape where the 
damage was already written in the book of doom by an innocent 
cause is clearly limited. [The innocent act must have been so far 

V complete as to make the result certain to ensue before the defend- 
ant’s act became operative| It does not follow, however, because 
certainty of result must be shown, that the proof must be beyond 
reasonable doubt. 

Difficulty in accepting the theory of non-liability for the results 
of concurrent innocent causation arises from a feeling that if the 
theory is sound, it should also apply where each cause was action- 
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able. But comparison of instances where there is a second wrong- 
ful cause with those where the second cause is innocent is spe- 
cious but unsound. Good sense requires that a defendant pay 
only for that which has been caused by him, when the complain- 
ing party will not thereby be unjustifiably prejudiced, and it is 
only when it is sought to charge him for a loss which he did not~ 
cause, therefore, that the quality of the concurring causal act be- 
comes important. 

Where both are tortfeasors, the rule that each is liable for the’ 
result the two caused gives a full recovery from either. But if 
one cause is innocent, the wrongdoer is merely answerable for his! 
own wrong and its results. In the latter case he escapes liability! 
for the damage resultant from the innocent cause since neither he 
nor anyone for the results of whose wrong the law makes him 
answerable has done the injury. The ground upon which the 
joint tortfeasor is held for all the damage does not exist where one 
of the causes is innocent. 

But, since the plaintiff has his remedy against the first wrong- 
doer, it may be asked how has the second caused him damage? 
The imminence of result being equally definite with that from 
innocent cause, why should the plight of the second actor be dif- 
ferent? One answer is found, not in logic, but in the policy of the 
law. This is largely induced by the moral aspect. Within some 
limitations as to remoteness of causation in fact, the law has 
deemed it to be just that two wrongdoers, each of whom has fur- 
nished some causation for a single event producing injury, shall 
each and both be liable for the whole resulting damage. Logic 
does not always have the last word in the law. And when as here 
it might lead to a result not morally justifiable, moral considera- 
tions have prevailed. 

It may be that the theory, that where several set out together 
to do wrong each is liable for the acts of all, has been extended 
beyond its just foundation. In its application to multiple de- 
fendants whose only fault consists of independent negligent acts, 
both the logical and moral reasons for holding them jointly or 
severally liable for all the loss, without remedy over by one against 
the other, appear to be absent. Yet the law upon this subject is 
so firmly established that it may fairly be said that it must be 
accepted. Should it, however, be extended to cover new cases 
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which are not even within the shadow of the original proposition? 
That had for its basis multiple wrongdoers. Extending it to 
cases of independent negligent actors still kept it within that 
limitation. Clearly it ought not to be further extended to include 
liability for acts of others which are in no sense wrongful. And 
it is perhaps still more evident that it should not impose accounta- 
bility for the independent operation of natural forces. 

The grounds for the ultimate liability of two wrongdoers are 
of doubtful validity. Their status has a double aspect. There 
is the question of their relation to the plaintiff and that of their 
relation to each other. Insofar as their accountability to the 
plaintiff is concerned, it is manifestly just that he should not 
be put to nice discrimination; both defendants being offenders 
against the plaintiff, and the result caused being more or less the 
product of their united wrong, he should not be called upon to 
act as a divider between them. Nor should he be put to the 
chance of falling between two stools. 

This reason has no application when their relation to each other 
is considered. There is here sound reason to question the justice 
of the rule which forbids some form of contribution between 
them.*® And it is this rule of no contribution which constitutes 
the stumbling block in the path of adherence to the rule of no 
liability for innocent concurrent causation. Such fault as there 
is in the law upon the subject as a whole lies in the prohibition of 
contribution between wrongdoers rather than in the non-liability 
for concurrent innocent causation. The just rule should not yield 
to the unjust for the sake of a more uniform general plan of 
liability. 

The argument advanced against the foregoing conclusions is 
merely that because the defendant is a wrongdoer and the plaintiff 
innocent, the defendant ought to bear the loss. The plaintiff, 
however, would then receive more than the generally accepted 
theory of accountability would allow. Compensation for the re- 
sults of wrong done, and not punishment of the offender is the aim 
of civil actions. Certainly profit to the plaintiff is not the objec- 
tive. Many discussions of the question, in assuming that the de- 
fendant is called upon to exculpate himself, lose sight of the 


10 See Note (1931) 45 Harv. L. Rev. 349, 355; Legis., id. 369. 
11 Torts RESTATEMENT (Tentative Draft No. 8, 1932) app. 101. 
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requirement that the plaintiff must make out a case. As on the 
one “ it is urged that the defendant should not be heard to 
, ‘Some other cause . . . would also have brought about the 
a harm ”’,’* so also one may well question the legal efficiency of 
the plaintiff's assertion that “ you would have done me damage if 
some other cause had not’. The burden being upon the plaintiff, 
and the two arguments equal, the defendant should prevail.” 


II 


Thus far consideration has been given to instances of strict con- 


currence, where no division of the damage could be made. Atten- 
tion is now directed more particularly to those where the damage 
is deemed to be divisible, and to the grounds upon which alloca- 
tion may be made. Instances where the several results produced 
by two causes are broadly distinguishable of course present no 
difficulty. Even where there are multiple wrongdoers, if the first 
has so far completed his work that damage is already done, the 
act of the subsequent offender does not render nim liable beyond 
some later damage which his act helped to cause. 

The points to be stressed are: (1) that the separable character 
of damage following upon the successive operation of innocent and 
guilty causes has been largely lost sight of by those who maintain 
that the guilty actor must answer for all, and (2) that impending 
innocent causation may produce an actual loss to the victim where 
the threat of guilty but compensable cause would not. 

In the case of two fires, one wrongfully set and the other not, 
which unite before reaching a house, the wrongdoer might be 
found liable for its destruction if his act could be deemed a sub- 
stantial factor within the “but for” rule. In other words} if it 
appears that at least some part of the loss would have been avoided” ” 
had the defendant acted prudently, liability should follow, frhus, 
if the fires proceed independently and the innocent destroys the, - 
house before the guilty arrives from the other side, as matter “ 
law there is no liability, while reverse the situation, and there is 
liability as matter of law.) But granting that the defendant’s act 
operated against the plaintiff as a cause in fact of his loss, the 
balance of the problem should be dealt with as one of damage. * 


12 Tbid. 
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Separation of damage is no novelty in the law. Even when there 
are multiple wrongdoers, if the act of one has Already caused 
harm, the act of another which then operates upon the damaged 
object creates no liability if it occasions no additional injury. The 
question is merely whether the damages are separable in fact. 
This frequently requires an answer to the query: when was the 
damage done? And in this situation the vital distinction between 
innocent and guilty threat again becomes important. 

There are cases where separation of the damage would be im- 
possible. There are others where it might seem to be so. Where 
a house is destroyed by fire coming from two efficient and sepa- 
rate causes, one culpable and the other not, it might at first thought 
be deemed impossible to draw any line. It is not always so if the 
true rule of damage is applied. The defendant should make com- 
pensation for the loss he caused. The real question is often stated 


\to juries: How much value was taken from the plaintiff’s property 


by the defendant’s act? Take away the defendant’s causative 
act, and how much was the plaintiff’s property worth? If the in- 
nocent conflagration were then bearing down upon the plaintiff’s 
house, it is evident that it then had no value, and the defendant 
ought not to pay. 

Of course, it would be no answer for the defendant that the next 
week after he burned the plaintiff’s house a great and innocently 
caused conflagration swept the site. The value was still there 
when the defendant did the burning. / How near then must the 

nocent cause be to relieve the defendant from all responsibility 
for damage? Manifestly, it must be a force in active operation 
when the defendant’s act became causal, and of sufficient immi- 
nence to make the result certain] If it be uncertain, the chance of 
escape is reflected in the value still inhering in the property. To 
be sure, this is fine figuring, but that is always involved when a line 
is drawn. 

This theory is the basis of the decision in the recent Dillon 
case."* These were the facts: A boy standing upon the high beam 
of a bridge trestle lost his balance and was falling to rocks far 
below. Serious injury, if not death, was certain to ensue, when 
he was caught upon the defendant’s wires and electrocuted. The 
charged condition of the wires was wrongful as to him. The de- 


18 Dillon v. Twin State Gas & Elec. Co., 85 N. H. 449, 163 Atl. 111 (1932). 
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cision allowed damages for only such sum as his prospects for life 
and health were worth at the time the defendant’s fault became 
causal. 


This case does not_deal with an instance of strictly concurrent’ 


causation. The loss of balance and incipient fall were accom- 
plished facts, the serious consequences of which were certain, be- 


fore the defendant’s wrong became an operative cause. Within — 
the decision are the broad propositions that in the absence of a | 
concurrent wrong a negligent party is not liable beyond the dam- | 


ages shown to have been caused by his negligence, and that in ac- 
tions for injury to the person, the injured person’s danger from 
other factors, at the time of harm, must be considered. 

Some recent incursions of the sea may serve further to illus- 
trate the principle. A’s house upon the sands was salable at 
$5000 on January fifteenth. Had B negligently destroyed it 
by fire on that day, the recovery would be $5000. On January 
twentieth, the house had been so undermined that it was certain 
the next tide would carry it out tosea. Its value was then nil. If 
B negligently burned it between tides, should he be mulcted 
$5000? Is A to make $5000 from B’s carelessness, or only to 
have compensation? True it was the same house, but completed 
facts had already robbed it of all value. Suppose the fire had oc- 
curred on the eighteenth when the effect of the sea was still prob- 
lematical, and the house was, therefore, salable at half price. And 
suppose the apprehended damage was not done, the danger passed, 
and the house, if there, could again have been sold for $5000. 
These are all issues of fact, and in case of property damage the 
tule is the lessened value as of the date of the wrong. Compensa- 
tion for the wrong does not include all that subsequent events show 
the plaintiff would have made if he had kept the property. Future 
rise of salable price does not establish worth at a former time; at 
the most it is only evidence of that fact. Present value consists 
of prospective future usefulness. If irresistible forces destructive 
of that anticipation are already in operation, the value is already 
destroyed, and damage, in the sense of loss of value, caused. 

The distinction sought to be made as to the quality of the con- 
tributing cause in cases of strict concurrence applies with equal 
force where the damage is divisible. In fact the only difference 
between the two situations is that in the former the innocence of 
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the concurring cause prevents the defendant’s liability from aris- 
ing, while in the latter it decreases materially the amount of dam- 
age for which he is responsible. It is the accepted theory that 
what is commonly thought of as tangible property does not consist 
of the horse or piece of land as so much physical matter, but rather 
in rights concerning the object said to be owned. These rights and 
their value are protected by law against unlawful interference. 
But they are also subject to destruction or diminution which is 
lawful. 

Y Loss may come about by a change in the right itself, as by the 
adoption of restrictive police regulations. It may come from sur- 
rounding circumstances, making the exercise of the right less valu- 
able, or it may arise from injury to or destruction of the physical 
entity, as to which the rights were owned. But in either event, 
since the essence of the property consists of the rights, it always 
has a forward outlook. It is the prospect that determines values. 

_ When it is said that one who negligently burns a house must pay 
ym value, what is meant is that he must pay the present value of the 
prospective future use. 

Since the value lies in the intangible forward looking rights, and 
not merely in the physical objects, it may be increased or dimin- 
ished by prospective changes in the objects, or in the circum- 
stances bearing upon their usefulness. If the prospective danger 
has in it no element of actionable wrongdoing towards the owner, 
any loss therefrom must be endured without redress. When these 
interfering circumstances are not out of the ordinary, we accept 
them quite as a matter of course, and treat their effect upon values 
accordingly. If new streets are projected for building next year, 
the present value of abutting lots is increased. If a short cut 
for through travel is presently to turn a stream of motor traffic 
down a quiet street in an exclusive neighborhood, the fall of real 
estate values there does not await the arrival of trucks and busses. 
When innocent cause chances to come suddenly or in catastrophic 
form, its legal character is not changed. It is still something one 
must endure. The results of innocent causation, and the rea- 
sonable anticipation of such results, are incidents which every- 
one is obliged to endure without redress. They are facts of 
whose existence no one can complain, in a legal sense. They 
are, both in prospect and consummation, incidents of property 
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and personal rights alike. The logical and moral result is that 
anyone may rely upon these incidents as existing, legally caused 
facts. 

The wrongfully caused circumstance stands quite —— 


No one may set up the wrong of another as an excuse for his own Y 


The defendant will not be heard to say that someone was about to 
establish an actionable nuisance next door to the house the defend- 
ant burned, and therefore it had little value. He will be denied 
such a defence, because the threat of nuisance was something the 
plaintiff had the right to resist. It was a threatened invasion of 
his legal right, the consummation of which he was not called upon 
to endure; whereas an innocent threat would have made his rights 
less valuable because operating in a legal way. The situation of 
threatened wrong still leaves the plaintiff possessed of all the 
values he had before. If this wrongful threat becomes executed, 
the plaintiff has his remedy. The familiar phrase of the street, 
“Tf you hit me you'll pay for it ”, is an everyday illustration. But 
the innocent threat takes value from him, for, if the anticipated 
loss be inflicted, there is no redress. Paradoxical as it may seem, 
it is nevertheless true that the innocent threat foreshadows irrepa- 
rable loss, while the guilty threat does not. The unlawful threat 
may make the plaintiff’s property less salable, but the total value 
still belongs to him. The prospective harm has not impaired that 
value, because the prospect of an accrued right to recover the 
damage from the offender keeps strict pace with that of impending 
injury. In the case of innocent causation there is no such com- 
pensating feature. 

Going back to the plight of A’s house by the sea, this query has 
been propounded. Suppose the undermining were caused by the 
wash from B’s negligently operated tug. It had progressed so far 
that another day’s operation would cause actionable damage to the 
house when X negligently burned the building. The prospect of 
loss from the undermining was then such that A could have sold 
for only half the price of a sound house. Why should X be liable 
for more? The answer is that the purchaser under these circum- 
stances gets a bargain. He acquires the house, the sound value of 
which he could recover from X if the latter negligently burned it, 
or from B if his continued operations washed it away, or a sound 
house if neither event occurred. 
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A’s predicament in being unable to sell for more than half price 
arose merely from the unsalable character of prospective lawsuits. 
He owned the value of a sound house. If the prospect of future 
usefulness was reduced one half, the compensating prospect of 
recovery from B supplied the missing element. Each was merely 
a prospect; but, barring some intervention, one or the other would 
eventuate in an asset of like value to A. He would have either a 
sound house, or damages from B to the extent of the lack of 
soundness. 

Of course, this does not take into account the chance of B’s 
insolvency, or the likelihood of expensive litigation. But as our 
law is still generally administered, these elements are not con- 
sidered in the determination of rights. Since the law says to A 
that damages to the amount of injury shown would afford him full 
relief, he is likewise entitled to treat that as a net item when it 
becomes a factor in his recovery from X. The latter cannot reduce 
the damages recoverable from him by showing that it would have 
cost A money to recover from B, if X’s tort had not cut short the 
operative effect of B’s negligence. 

In testing the desirability of any proposal it is often useful to 
contrast it with available alternatives. If the distinction based 
upon the character of threatened injury were to be disregarded, 
then one of two conclusions would necessarily follow. Either 
threat of injury from other sources would always be ignored in 
computing the damage caused by the defendant’s tort, or else it 
would reduce the amount recoverable in each case, regardless of 
the character of the threat. Can either of these two alternatives 
be properly accepted? The first would wrong the defendant, by 
calling upon him to pay for damage which he did not cause, if the 
earlier threat were an innocent one. The second alternative must 
certainly be rejected, since it would deprive the plaintiff of full 
compensation for loss wholly caused by wrongs committed against 
him, when the threat was of actionable wrong. A rule which 
would give a wrongdoer a way of escape by showing that others 
would have wrongfully inflicted the injury if he had not is plainly 
untenable. 

z The importance attached to the differing natures of the two 
threats arises from the simple proposition that lawfully created 


9g“ 

] 

I 

| 


1934] MULTIPLE CAUSATION AND DAMAGE 1139 


conditions are legitimately relied upon whenever they are per- 
tinent, while those of unlawful character do not lessen the rights 
of those not yet actually affected thereby. Until wrongful con- 
duct has proceeded far enough to be actionable, it has not limited 
or taken from the plaintiff’s preéxisting and legally enforceable 
rights. It does not affect the value of those rights as long as it 
remains a threat, because it is not a threat of loss. It is only a 
threat of injury for which compensation must be made. If and 
when it does destroy those rights, the law gives the plaintiff others 
of like value. His rights may be changed by the wrongful act, 
but their total value remains constant. 

Certain other problems have been suggested ** for testing the 
soundness of these principles. The builder of a temporary bridge 
fails in his duty to set up a net for the protection of people who 
may fall from the stringers. An electric company wrongfully 
maintains charged wires immediately below the stringers. X falls 
from a stringer, is caught by the wires, and electrocuted. Had 
he escaped the wires he would have been killed upon the rocks 
below, but had there been a net, he would not have reached the 
rocks. 

In this situation both companies were wrongdoers, and neithe 
could lay the fault on the other, if both acts were causal. But the 


bridge company’s fault never became causal in fact. If that com- , 
pany’s conduct had been faultless, the electric company would 
have had a defence on damage. It would be the Dillon case over 


again. But the electric company cannot set up the potential 
wrong of a third party, lying in wait to do harm if the victim 
missed the wires. The rule as to joint wrongdoers forbids such a 
defence, and, moreover, the other wrong never became operative in 
fact, but was merely an inescapable threat of wrongful injury. 

Two other suggested problems merit consideration. (1) A is 
standing on a cliff in the path of an avalanche, and B negligently 
knocks A over the edge of the precipice. (2) A, who is about to 
board a doomed steamer, is negligently killed by B. 

If the threat of the avalanche were such as to make death in- 
evitable, the case would be indistinguishable from the Dillon situa- 
tion. We constantly use the expectation of life tables in death 


14 By Professor Warren A. Seavey. 
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cases, although the tables are only evidence of how long this man 
would probably have lived if unharmed. It is his life, not the 

verage, that is in issue; and we frequently show his healthy or 
diseased condition as bearing upon that question. Why not cer- 
tainly impending, nonculpable disaster as well? It is true that 
condition of health is an internal factor, while the impending doom 
is external. But that difference does not afford any satisfactory 
ground for receiving one in evidence and rejecting the other. Each 
bears directly upon the worth of that which is to be valued. Asa 
practical proposition each would certainly be taken into account 
in any transaction where common sense dictated the course to be 
pursued. 

The distinction between the situation of the falling boy in the 
Dillon case and that of the man about to board the doomed 
steamer is more readily felt than stated. And yet, while re- 
moteness might be relied upon, a more satisfactory solution is, 
perhaps, available. In the case of property damage the fact that 
present value consists in prospective future usefulness takes care 
of the situation. The same theory should be applied in case of 
loss of life, if there is to be any practical, legal limit. It is still a 
question of valuation, and value is judged by present prospects. 
Therefore, it is plain that only known portents can be considered. 
Unsuspected future developments must be disregarded, and it 
makes no difference whether these future events are the subse- 
quently determined acts of man, or the continuance of natural 
forces, whose predetermined operation was not foreknown. 

It is quite possible to advance some logical support for recovery 
of full damage in the Dillon case, or no damage in that of the 
traveller. Between diverse lines of reason the law has to choose. 
It gets what aid it can from the practicability of one result as 
compared with the other, and occasionally from moral considera- 
tions. Adoption of the property test in the event of loss of life 
has the added advantage of uniformity. It applies the generally 
accepted theories of the elements of value, and is in harmony with 
the rule that compensation to the plaintiff and not punishment for 
the defendant is the end in view. 

It may be said that the foregoing conclusions are out of line 
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with the rule that, in the case of personal injury not resulting in | 
death, damages are allowed for proved future results. But the 
questions involved are quite distinct. In the case of injury the | 
issue is a broader one. It involves not only the present value of 
the plaintiff’s powers and faculties but also the further problem of 
how much those attributes have been impaired. It is upon the 
latter question only that future developments are properly treated 
as material. It still remains true that present value is all that \) 


is recoverable. 


III 


In the development of the law, and especially the modern law 
of negligence, it has been a constant aim to do what the man in 
the street calls “the fair thing”. Negligence as an actionable 
wrong was late in obtaining a place in the law, and deserves to be . 
classed as a low grade dereliction. Accountability should continue 


to be limited to proved results. Logic can be used to extend or 
restrict it almost indefinitely, but, unless the whole subject is to 
be left to the personal reaction of the judge or jury in each indi- 
vidual case, some rule, susceptible of understandable statement 
and practical application must be used. The “ but for” rule, as 
a test for non-liability, meets the demand for something a trial 
judge can state and a jury can understand and apply. And it 
never leaves the plaintiff in a worse plight than he would have been i 
in if the defendant had acted prudently. 

A complicated network of theories and exceptions is not the i 
legitimate final product of the discussion of legal problems. Un- 
less the work results in a few simple rules (and the fewer and 
simpler the better), it is often worse than useless. This is espe- 
cially true of topics relating to negligence. The law on this sub- 
ject is largely administered by laymen, sitting in judgment on the 
conduct of their peers. Something may also be said in behalf of 
the trial judge, if he is beset by a maze of rules, provisos and ex- 
ceptions which he must apply at short notice to an undigested mass 
of evidence. But granting to him the wisdom of Solomon, and 
that he produces a charge which is exception-proof, the result is 
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likely to be something that no juror can comprehend. Yet, being 
technically correct and ample in detail, its error-producing ca- 
pacity is beyond rectification. 

Jurors are entitled to a line to which they may hew. An intri- 
cate pattern cannot be executed with broad axes. We who de- 
light in “ the nice sharp quillets of the law” occasionally forget 
for whom we are setting the standards. Qualifying the simple 
“but for” rule by exceptions which leave no certain guide to 
direct jurors in their deliberations should be avoided on practical 
grounds. And it has been the aim of the writer to persuade that 
the avoidance can also be approved in classic halls. 


Robert J. Peaslee. 


Mancuester, N. H. 
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QUASI-CONTRACTUAL LIABILITY OF 
MUNICIPAL CORPORATIONS 


HE liability of municipal corporations in quasi-contracts, 
that is upon contracts implied in law, has never been satis- 
factorily worked out by our courts. It is often difficult to apply the 
principles which have been enunciated by the courts of any given 
state to the facts involved in a pending litigation, and the settled 
law in the various states often seems as confusing as that relating 
to liability in tort. The progress that has been made toward 
reconciling the doctrines relating to limitations upon the powers 
of municipal corporations to those equitable principles that lie 
at the basis of quasi-contractual liability has led, however, to the 
recognition of certain general principles which may be formulated 
with some degree of assurance. Before entering upon the con- 
sideration of these accepted canons, it may be well to state the 
fundamental nature of the difficulties which have confronted the 
courts in the cases where this problem has arisen. 
Quasi-contractual liability of municipal corporations is closely 
related to the development of the doctrine of liability implied in 
law as applied to private corporations. The liability of the latter 
took firm root in our law before the principles governing ultra 
vires acts of corporations had been developed, and neither the 
interests of the stockholder nor of the public in general militated 
against extending such liability as the doctrine became more 
widely applied. The common-law restrictions upon corporate 
contracting yielded logically to the principle that the non- 
enforceability of agreements, contractual in form, but void 
because of failure to comply with common-law formalities of exe- 
cution, in no way precluded recovery for benefits arising there- 
from for which in good conscience the corporation ought to pay. 
The recovery in these cases was not based upon contract either 
express or implied in fact, but upon an obligation imposed by 
law, and the corporation was held to be precluded from resisting 
payment so long as it elected to retain and enjoy the benefits 
received by it. In applying this accepted doctrine where a ques- 
tion of the liability of a municipal corporation arises, other im- 
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portant elements, as that of the constitutional and statutory limi- 
tations upon its powers, must be taken into account. Thus, 
the problem has involved and still involves a proper apprecia- 
tion of the changing constitutional and statutory background 
in the different states from decade to decade, to which may 
be ascribed the reason for the conflict in the decisions among 
the several states. In attempting to analyze the decisions in this 
field and to approximate a reconciliation, we must assume at the 
start not only a general understanding of the principles of con- 
tracts implied in law but also of the legal position of the mu- 
nicipality in our governmental system as worked out through 
constitutional provisions, statutes, and innumerable existing prec- 
edents. 

The peculiar American law of municipal corporations has 
barely rounded a century mark of growth. Yet in many of its 
phases it is far older than the corresponding law in England, 
where the legislative delegation of general governmental powers 
to the local subdivisions cannot be said to have anticipated the 
Municipal Corporations Act of 1833. The question of the liability 
of municipal corporations for negligence, with the exception of 
that relating to the care of streets and highways, did not press 
itself for decision until after the middle of the last century, by 
which time many precedents had been handed down in this coun- 
try, some of which, having long ago outgrown their usefulness, 
still stifle the adaptation of our law of tort to the social and 
economic needs of the day. 


GENERAL PRINCIPLES 


The primary rule that municipal corporations can exercise 
no powers except those that are expressly conferred by the 
legislative act of the state or necessarily implied, not merely 
convenient, to carry out the powers expressly granted, is based 
upon fundamental political considerations. It follows that, with- 
out the power to contract for a given purpose, no valid contract 
can be made by the corporation, either express or implied in fact, 
and the logical corrollary would seem to be that no recovery 
can be had for alleged benefits received by the corporation upon 
a contract strictly ultra vires, because the corporation lacks the 


ca] 
po 
ag 
wi 
ch 
su} 

sh 

be 

ele 

pr 

di 

W 

in 

th 

nc 

di 

E 

ci 

ex 

ar 

ki 

al 

of 

de 

Vv. 

th 

Sp 

(1 

M 

(1 

Cé 

n 

Vi 

re 


AW 


1934] LIABILITY OF MUNICIPAL CORPORATIONS 1145 


capacity to accept such benefits.‘ A secondary rule of equal im- 
portance is that the delegated powers of all subordinate state 
agencies are subject to legislative control as to the manner in 
which they may be exercised. A provision, for example, in the 
charter or by general law, that every contract for the purchase of 
supplies involving the expenditure of money beyond a fixed sum 
shall be let by competitive bidding, or that such a contract can 
be entered into only upon the approval of a majority of the local 
electors, is a limitation upon the power granted, which might 
prove of little force if a recovery should be allowed directly or in- 
directly to one furnishing such supplies upon the order of muni- 
cipal officers given in disregard of the statutory requirements.’ 
Whenever such restrictions are clearly mandatory and would 
in effect be nullified if a recovery in quasi-contract were upheld, 
the great weight of authority in this country is to the effect that 
no recovery for services rendered or materials furnished in plain 
disregard of the requirements of the statute will be permitted.® 
Equally mandatory is the statutory designation of the local offi- 
cials who are authorized to exercise the delegated powers. The 
exercise of executive and legislative powers may be conferred 
upon the same local body, or such powers may be distributed 
among different local officers. All persons are chargeable with 
knowledge of the extent of the authority of public officials, and 
any attempted exercise of discretionary powers by municipal 
officers other than those to whom the authority to act has been 
delegated will necessarily be void.* 

The problem, therefore, of comparing the decisions in differ- 


1 Fort Edward v. Fish, 156 N. Y. 363, 50 N. E. 973 (1898) ; Lancaster County 
v. Fulton, 128 Pa. 48, 18 Atl. 384 (1889). 

2 Frank v. Board of Education, 90 N. J. L. 273, 100 Atl. 211 (1917). Where 
there is no such statutory restriction the contract need not be let to the lowest re- 
sponsible bidder. Archambault v. Mayor of Lowell, 278 Mass. 327, 180 N. E. 157 
(1932); Missoula County Free High School v. Smith, 91 Mont. 419, 8 Pac.(2d) 
800 (1932). 

3 Following the doctrine of Zottman v. San Francisco, 20 Cah 96 (1862) ; 
McDonald v. New York, 68 N. Y. 23 (1876); Hague v. Philadelphia, 48 Pa. 527 
(1865). See pp. 1159-63, infra. 

4 Simpson v. Marlborough, 236 Mass. 210, 127 N. E. 887 (1920). The appli- 
cation of the doctrines of ratification and estoppel will be considered later in con- 
nection with the discussion of liability for benefits received under contracts intra 
vires the corporation, but adjudged void because of a failure to observe the statutory 
requirements as to the method of contracting. See pp. 1164-68, infra. 
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ent states and of working out the principles that are applied and 
the rules that have been established is necessarily a complicated 
process. Even in a given jurisdiction an appraisal of the de- 
cisions calls for something more than an examination of the 
constitutional and statutory limitations imposed upon municipal 
powers; it requires a comprehensive examination of statutes in 
pari materia and of the whole course of legislation as bearing 
upon the public policy of the state in its control of municipal 
action. The effect of an express limitation such as that incorpo- 
rated in the constitution of Missouri in 1875,° and of restrictive 
statutes that plainly forbid any recovery in quasi-contract in 
certain cases ° is obvious, but it not infrequently occurs that other 


5 “The General Assembly shall have no power to grant, or to authorize any 
county or municipal authority to grant any extra compensation, fee or allowance to 
a public officer, agent, servant or contractor, after service has been rendered or a 
contract has been entered into and performed in whole or in part, nor pay nor 
authorize the payment of any claim hereafter created against the state, or any 
county or municipality of the state, under any agreement or contract made without 
express authority of law; and all such unauthorized agreements or contracts shall 
be null and void.” Art. IV, § 48. Similar provisions may be found in the con- 
stitutions of other states: Cat. Const. art. IV, § 32; Ky. Const. § 162; La. Constr. 
art. 47. 

The constitution of Texas provides: “ The Legislature shall provide by law for 
the compensation of all officers, servants, agents and public contractors, not pro- 
vided for in this Constitution, but shall not grant extra compensation to any officer, 
agent, servant or public contractors, after such public service shall have been per- 
formed or contract entered into for the performance of the same; nor grant, by 
appropriation or otherwise, any amount of money out of the treasury of the 
State, to any individual, on a claim, real or pretended, when the same shall not have 
been provided for by pre-existing law; nor employ any one in the name of the 
State unless authorized by pre-existing law.” Art. ITI, § 44. 

Id. $53. “ The legislature shall have no power to grant, or to authorize any 
county or municipal authority to grant, any extra compensation, fee or allowance 
to a public officer, agent, servant or contractor, after service has been rendered, 
or a contract has been entered into, and performed in whole or in part; nor pay, 
nor authorize the payment of, any claim created against any county or municipality 
of the State, under any agreement or contract, made without authority of law.” 
See also Uran Const. art. VI, § 30. 

6 E.g., O10 Gen. Cope (Page, 1932) § 4223, providing that certain contracts 
must be let by competitive bidding and any modification thereof by resolution of the 
council and written agreement by the contractor, and that “no contractor shall be 
allowed to recover anything for work or material caused by any alteration or modi- 
fication, unless such contract is made in such manner... .” 

See also Cat. Gen. Laws (Deering, 1931) act 5233, §§ 102-05, forbidding any 
city or county from spending or rendering itself liable in any one month for more 
than one-twelfth the appropriation for that fiscal year, and declaring that all con- 
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statutes may have an indirect bearing upon the solution of the 
questions we are considering. Statutes restricting the use of the 
defense of ultra vires in actions against private corporations,’ 
for example, conceivably may negative an inference that the 
application of the doctrine to public corporations is to be similarly 
restricted. Bearing in mind that the law of public corporations 
is primarily statutory and that the construction of such statutes 
is largely influenced by the public policy formulated by state 
legislation, the question of the reconciliation of the common-law 
principles of quasi-contractual recovery is one of unusual diffi- 
culty, and any acceptable synthesis of the conflicting theories 
calls for an exhaustive study of the subject, state by state. The 
most that one can hope to accomplish by a less intensive study 
is to indicate those conclusions of the courts that are practically 
uniform, to point out the theories underlying the conflicting de- 
cisions and to make certain tentative statements of the rules that 
seem to be established. Therefore, no attempt will be made to 
marshal and compare all the decisions in the various states, and 
the citations made from time to time will be limited to pertinent 
decisions that illustrate the rules or principles invoked. 

Tentatively, we may say that a municipal corporation will be 
held liable in quasi-contract upon the same principles as a pri- 
vate corporation unless, either directly or impliedly, recovery 
in the given case is forbidden by the constitution and statutes of 
the jurisdiction. Thus, where the question arises as to liability 
for benefits received under a valid contract, the completion of 
which has been fortuitously prevented, a recovery for the value 
of the work already done will be allowed,* but will be denied 
tracts in violation of this section are “ absolutely void, and shall never be the founda- 
tion or basis of a claim ” against the municipality. The operation of this section is 
to be suspended in the event of a calamity or emergency. Similar specific pro- 
hibitions against recovery have been incorporated in many special charters. See 
Waterson v. Nashville, 106 Tenn. 410, 61 S. W. 782 (1901); Kreis & Co. v. Knox- 
ville, 145 Tenn. 297, 237 S. W. 55 (1921). 

7 E.g., On10 Gen. Cope (Page, 1932) § 8623-8, which reads as follows: “ No 
limitation on the exercise of the authority of the corporation shall be asserted in 
any action between the corporation and any person, except by or on, behalf of the 
corporation against a director or an officer or a person having actual knowledge 
of such limitation.” See also Car. C1v. Cope (Deering, 1931) § 345; IpAHO CopE 
(1932) § 29-114; Vr. Pus. Laws (1933) § 5817. 

8 Young v. Chicopee, 186 Mass. 518, 72 N. E. 63 (1904); Armitage v. Essex 
Const. Co., 88 N. J. L. 640, 96 Atl. 889 (1916), 
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where the contract is strictly ultra vires the corporation,” or ille- 
gal,’ or involves the violation of an official duty.* It is some- 
times said that even as to benefits received under an wltra vires 
contract recovery will be given if the burden of taxation is not 
thereby increased, but the very statement of the rule necessarily 
excludes recovery for services rendered for a purpose strictly 
ultra vires the corporation. If money received has been used 
for legitimate municipal purposes, no reason can be advanced 
against restoration; nor will the law permit the municipality to 
retain title to property acquired for a use ultra vires the cor- 
poration, or by a method in violation of the statutory require- 
ments, and defend upon the theory of a lack of power.’? If no 
payment has been made for personal property so acquired, re- 
covery in specie may be decreed.** 


AcTION FoR Moneys HAp AND RECEIVED 


In the broad field of quasi-contractual liability for moneys 
had and received outside the domain of taxation, the earlier 
decisions quite uniformly held that the remedy should be applied 
as freely against municipal as against private corporations." 


® Newport v. Batesville & B. Ry., 58 Ark. 270, 24 S. W. 427 (1893); Stuart v. 
Atlanta, 174 Ga. 587, 163 S. E. 493 (1932) (no recovery allowed for services in 
investigating local public utility rates, the regulation of which was committed ex- 
clusively to a state commission) ; Appeal of Whelen, 108 Pa. 162, 1 Atl. 88 (1884). 

10 Thomas v. Richmond, 12 Wall. 349 (U. S. 1870) ; Edwards v. Goldsboro, 
141 N. C. 60, 53 S. E. 652 (1906). 

11 Carter v. Bradley County Road Improvement Dist., 155 Ark. 288, 246 
S. W. 9 (1923) ; Young v. Mankato, 97 Minn. 4, 105 N. W. 960 (1905) ; Davidson 
v. Guilford County, 152 N. C. 436, 67 S. E. 918 (1910). 

12 Chapman v. Douglas, 107 U. S. 348 (1882); Yaffe Iron & Metal Co. v. 
Pulaski County, 67 S. W.(2d) 1017 (Ark. 1934); Lehmann v. Revell, 188 N. E. 
531 (Ill. 1933). Where an action is brought by a municipality for money paid out 
under an ultra vires contract, if a return of the benefits received can be made in 
specie, equity will make restoration ‘a condition precedent to recovery. Cf. Turner 
v. Cruzen, 70 Iowa 202, 30 N. W. 483 (1886). 

18 General Elec. Co. v. Fort Deposit, 174 Ala. 179, 56 So. 802 (1911); Dill v. 
Inhabitants of Wareham, 7 Metc. 438 (Mass. 1844); Leonard v. Canton, 35 Miss. 
189 (1858) ; Superior Mfg. Co. v. School Dist., 28 Okla. 293, 114 Pac. 328 (1910); 
Municipal Security Co. v. Baker County, 39 Ore. 396, 65 Pac. 369 (1901). 

14 Louisiana v. Wood, 102 U. S. 294 (1880); Pimental v. San Francisco, 21 
Cal. 351 (1863) ; Clark v. Saline County, 9 Neb. 516 (1880) ; Paul v. Kenosha, 22 
Wis. 266 (1867). See Knowlton, The Quasi Contractual Obligation of Municipal 
Corporations (1911) 9 Micu. L. Rev. 671. 
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Wherever money is paid into the municipal treasury in good 
faith under a contract void because ultra vires or malum pro- 
hibitum, it would seem that in all cases a quasi-contractual liabil- 
ity should result. But such recovery by the weight of authority 
is limited to cases where it can be shown either that the money 
is in the treasury or has been expended for legitimate municipal 
purposes for which otherwise municipal taxation would be neces- 
sary.’ The obligation to repay has been said.to arise when the 
money is used as part of the public funds for which public money 
would otherwise have been used.*® Money paid into the treasury 
upon an invalid note and immediately used by the treasurer to 
cover his defalcation imposes no liability upon the municipality.’” 

In early decisions, the Supreme Court of the United States 
upheld the principle of recovery for money had and received 
on the sale of municipal securities issued without authority or 
invalid because of defective execution.** In the leading case 
of Litchfield v. Ballou,”® however, the drastic rule was laid down 
that there could be no recovery for money had and received upon 
the sale of securities void because the constitutional debt limita- 
tion had been exceeded, even though the proceeds had been ex- 
pended upon the construction of a municipal water-works. In- 


15 Allen v. Intendant & Councilmen of La Fayette, 89 Ala. 641, 6 So. 30 (1889) ; 
McCurdy v. Shiawassee County, 154 Mich. 550, 118 N. W. 625 (1908) ; First Nat. 
Bank v. Goodhue, 120 Minn. 362, 139 N. W. 599 (1913); Burgin v. Smith, 151 
N. C. 561, 66 S. E. 607 (1909) ; Luther v. Wheeler, 73 S. C. 83, 52 S. E. 874 (1905) ; 
First Wis. Nat. Bank v. Catawba, 183 Wis. 220, 197 N. W. 1013 (1924). 

16 Thomson v. Elton, 109 Wis. 589, 85 N. W. 425 (1901). 

17 Brown v. Newburyport, 209 Mass. 259, 95 N. E. 504 (1911). See also 
Hathaway v. Delaware County, 185 N. Y. 368, 78 N. E. 153 (1906). 

18 Marsh v. Fulton County, 10 Wall. 676 (U.S. 1870); Parkersburg v. Brown, 
106 U. S. 487 (1882) ; Chapman v. Douglas County, 107 U. S. 348 (1882). 

19 114 U. S. 190, 192-93 (1885), per Mr. Justice Miller: “ The language of the 
Constitution is that no city, &c., ‘shall be allowed to become indebted in any 
manner or for any purpose to an amount, including existing indebtedness, in the 
aggregate exceeding five per centum on the value of its taxable property.’ It shall 
not become indebted. Shall not incur any pecuniary liability. It shall not do this 
in any manner. Neither by bond, nor notes, nor by express or implied promises. 
Nor shall it be done for any purpose. No matter how urgent, how useful, how 
unanimous the wish. There stands the existing indebtedness to a given amount in 
relation to the sources of payment as an impassable obstacle to the creation of any 
further debt, in any manner, or for any purpose whatever. If this prohibition is 
worth anything it is as effectual against the implied as the express promise, and is 
as binding in a court of chancery as a court of law.” 
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curring indebtedness in this case was clearly an ultra vires act, 
and the Court reasoned that to allow recovery in such a case 
would render the limitation of no effect. 

It would seem that this strict rule should not be applied where 
the power to borrow exists and the only defect has been a failure 
to comply with statutory requirements as to the method of con- 
tracting. In Brenham v. German American Bank,” where a 
power to issue bonds was present, but no authority existed to 
make them negotiable, an order directing a general judgment in 
favor of the defendant was modified upon rehearing to permit the 
defendant in error to amend its complaint and sue for money had 
and received.** But the doctrine of Litchfield v. Ballou is still 
frequently invoked by the inferior federal courts in cases in- 
volving only the irregular issue of securities.” As to money re- 
ceived upon a contract for a purpose intra vires the corporation, 
but void because of irregularities, the federal courts are still 
reluctant to allow recovery unless the money sued for is still in 
the treasury or has been used for a legitimate municipal purpose. 
A recovery, therefore, has been refused where money advanced 
to an ostensible agent upon invalid securities was deposited to 
the account of a municipality and subsequently lost through a 
failure of the bank.” 

The state authorities quite generally support the rule that 


20 144 U.S. 173 (1892). 

21 Brenham v. German Am. Bank (No. 2), 144 U.S. 549 (1892). 

22 Greenburg Iron Co. v. Abbeville, 2 F.(2d) 559 (C. C. A. 5th, 1924). See 
also opinion by Wilbur, Circuit Judge, in Lumbermen’s Trust Co. v. Ryegate, 61 
F.(2d) 14 (C. C. A. 9th, 1932). The court stated that no recovery in quasi-contract 
should be permitted, but reversed a judgment for the defendant, on the ground 
that the amount of recovery might be collected from assessments levied upon all 
the real property in the municipality. 

23 Sanford v. Chase Nat. Bank, 50 F.(2d) 400 (C. C. A. 2d, 1931), cert. denied, 
284 U. S. 660 (1931) ; cf. Geer v. School Dist., 111 Fed. 682 (C. C. A. 8th, rgor). 
In the Sanford case the plaintiff bank advanced the money in question to the 
Seminole County Bank upon certificates of indebtedness of the defendant as col- 
lateral, which the court found to have been issued without authority. The money 
was at once deposited to the credit of the defendant in a special fund, appropriate 
entries were made in the defendant’s books by the city clerk, and remained there 
for several months. The defendant never had made any withdrawals from the 
credit thus established. The president of the bank was one of the city commis- 
sioners and mayor of the defendant. He had assumed charge of its financial 
transactions, but the loan in question had never been formally approved by the 
commissioners. 
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where money paid into a municipal treasury by mistake has been 
used for legitimate municipal purposes, a recovery in quasi- 
contract will be allowed. The element of beneficial user by the 
municipality is often said to be an essential element of the right, 
but recovery is sometimes given where that element is absent.” 
The doctrine that no recovery should be allowed for money paid 
into a municipal treasury by mistake, unless it has been applied to 
beneficial municipal purposes, can be supported only by resort to 
the justification of paramount public policy. Some of the earlier 
decisions cited as favoring this doctrine in reality turned upon 
the distinction between a payment into the treasury of the munici- 
pality and receipt of funds by a treasurer who under the law 
was only an accounting officer.** If money is received by an 
officer not authorized to borrow or accept it, and the one so ad- 
vancing the money has knowledge, either in fact or in law, of 
the want of authority, some courts hold that in the absence of 
ratification, no action can be maintained against the municipality, 
even though it may be shown that the funds thus obtained were 
used to discharge its debts.** So, further, even if the officer 
has such authority, but in law is only an accounting officer, it 
may logically be held that money sued for cannot be said to 
have been received until expended for legitimate municipal pur- 
poses. But whenever his possession is the possession of the 
municipality, quasi-contractual recovery should be allowed, since 
no reason remains for the rule. The requirement of beneficial 


24 Long v. Lemoyne Borough, 222 Pa. 311, 71 Atl. 211 (1908). Also, for money 
collected as taxes where jurisdiction to tax is lacking. See cases cited in note 
46, infra. 

25 Hancock v. Hazzard, 12 Cush. 112 (Mass. 1853); Railroad Nat. Bank v. 
Lowell, 109 Mass. 214 (1872). 

26 Lovejoy v. Foxcroft, 91 Me. 367, 40 Atl. 141 (1898); Burgin v. Smith, 151 
N. C. 561, 66 S. E. 607 (1909) ; Agawam Nat. Bank v. South Hadley, 128 Mass. 
503 (1880) ; Seaborn v. School Dist., 149 S. C. 76, 146 S. E. 675 (1929). Contra: 
Kite Cons. School Dist. v. Clark, 175 Ga. 792, 166 S. E. 199 (1932); Trotter v. 
Peterson, 60 S. W.(2d) 149 (Tenn. 1933). The refusal to permit recovery in these 
cases is based upon the doctrine of Kelley v. Lindsey, 7 Gray 287 (Mass. 1856), 
which is criticised in KEENER, Quasit-ConTRActs (1893) 331-32. As to the re- 
covery in equity, see Newell v. Hadley, 206 Mass. 335, 343, 92 N. E. 507 (1910); 
Evans v. Garlock, 37 Hun 588 (N. Y. 1885). Money paid to another corporation 
for invalid securities obviously cannot be recovered as money had and received 
by the municipality. See Travelers’ Ins. Co. v. Johnson City, 99 Fed. 663 (C. C. A. 
6th, 1900), in which Taft, J., reviewed the authorities on this point. 
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user, therefore, as prerequisite to recovery in this class of cases 
should probably be restricted to instances where evidence of such 
fact is necessary to establish that the title to the money so paid 
over has passed to the defendant municipality. 

The failure to show a beneficial user, however, will never de- 
feat an action brought by one public agency for funds paid into 
the treasury of another, which in law belong to the plaintiff cor- 
poration.” Such a situation may arise where the statute directs 
that a proportion of the money raised by taxation shall belong 
to and be turned over by the collecting agency to the plain- 
tiff municipality, or where by mistake of law or fact money 
of the one is paid into the treasury of the other. As the title 
to the funds in these cases is fixed by statute, no question of 
benefit to the delinquent municipality or of the increased bur- 
den falling upon its taxpayers by reason of restitution can be 
raised. 

Recovery in these latter cases may be said to rest upon the 
same ground as recovery in assumpsit for necessaries furnished 
to paupers resident in the defendant town. From an early day 
the cases held that the duty to support paupers was entirely 
statutory,”* and that no recovery would be allowed for such sup- 
port upon a contract implied in law unless the statute imposed the 
duty of payment or reimbursement,”® and then only where the 
plaintiff could show a compliance with the conditions set up in 
the statute,*° or that a request had first been made to the proper 
officers, and the service refused.** More recently the doctrine 
of beneficial intervention in the discharge of another’s legal obli- 


27 Colusa County v. Glenn County, 117 Cal. 434, 49 Pac. 457 (1897) ; Balkan v. 
Buhl, 158 Minn. 271, 197 N. W. 266 (1924); Strough v. Board of Supervisors, 119 
N. Y. 212, 23 N. E. 552 (1890) ; Vermont v. St. Johnsbury, 59 Vt. 332, 10 Atl. 531 
(1887) ; Norfolk v. Norfolk County, 120 Va. 356, 91 S. E. 820 (1917); First Nat. 
Bank v. Town of York, 249 N. W. 513 (Wis. 1933). 

28 Beacon Falls v. Seymour, 44 Conn. 210 (1876); Miller v. Inhabitants of Som- 
erset, 14 Mass. 396 (1817) ; Duval v. Laclede County, 21 Mo. 396 (1855) ; Salsbury 
v. Philadelphia, 44 Pa. 303 (1863). 

29 Cincinnati v. Ogden, 5 Ohio 23 (1831) ; Shreve v. Budd, 7 N. J. L. 431 (1802). 
Compare Vernon v. Edwards County Comm’rs, 132 Kan. 119, 294 Pac. 871 (1931), 
with Mandan Deaconess Hospital v. Sioux County, 63 N. D. 538, 248 N. W. 924 
(1933). 

30 Everts v. Adams, 12 Johns. 352 (N. Y. 1815). 

81 Mason v. Bristol, 1o N. H. 36 (1838) ; Caswell v. Hazard, 1o R. I. 490 (1873). 
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gation has been applied in cases of this kind,” though it must be 
borne in mind that the recovery in all instances is based upon 
the authority of statute, and that the measure of recovery is not 
the benefit, to the plaintiff but the value of the services determined 
in the manner and by the tribunal prescribed.** So, also, in cases 
where a municipal corporation has exacted money through fraud 
or duress, it will be held liable in quasi-contract without the 
necessity of the claimant showing the use to which it has been 
put.** 


RECOVERY OF TAX MoNEys ILLEGALLY EXACTED 


Nowhere does the conflict between the exigencies of public 
administration and the rules of private law stand out more con- 
spicuously than in the domain of taxation. Here our courts have 
been faced with building up a defensive technic to meet the 
disasters fhat might result from the logical application of the 
doctrine {nat any unconstitutional statute is to be regarded as 
void ab initio for every purpose. In the absence of legislation to 
take care of such situations, the courts were impelled practically 


to accord a de facto standing to unconstitutional tax statutes by 
stringently limiting the right of the taxpayer to recover back 
monies paid as taxes into the public treasury.** The early de- 
cisions held that before a recovery back of taxes paid into the 
treasury of a municipality by an action in quasi-contract would be 
permitted, it was necessary to show that the authority to levy 
the tax was wholly wanting, that the money so exacted had been 


32 See Woopwarp, Law or QuasiI-ConTRACTS (1913) 310 et seg.; (1930) 29 
Micu. L. REv. 119. 

33 Vernon v. Edwards County Comm’rs, 132 Kan. 119, 294 Pac. 871 (1931); 
Eckman v. Brady, 81 Mich. 70, 45 N. W. 502 (1890) ; Sommers v. Board of Educa- 
tion, 113 Ohio St. 177, 148 N. E. 682 (1925); Sweet Clinic, Inc. v. Lewis County, 
154 Wash. 416, 282 Pac. 832 (1929); cf. Patrick v. Baldwin, 109 Wis. 342, 85 N. W. 
274 (1901). 

34 Mee v. Montclair, 83 N. J. L. 274, 83 Atl. 764 (1912), rev’d on.other grounds, 
84 N. J. L. 400, 86 Atl. 261 (1913); Teall v. Syracuse, 120 N. Y. 184, 24 N. E. 450 
(1890). 

85 The problem here is similar to that which led to the development of the 
American doctrine of de facto municipal corporations and of the federal doctrines 
giving recovery upon municipal bonds invalid because of failure to comply with 
constitutional or statutory limitations. See Gelpcke v. Dubuque, 1 Wall. 175 
(U. S. 1863) ; Coloma v. Eaves, 92 U. S. 484 (1875). 
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actually received by the corporation to its own use and that the 
payment had been made involuntarily and under compulsion to 
avoid immediate seizure of the taxpayer’s goods or the arrest of his 
person; “ unless these conditions concur payment under protest 
will not, without statutory aid, give a right of recovery.” ** No re- 
covery was permitted solely on the ground that the taxes had been 
illegally exacted or because of irregularities in the administration 
of the statutory power.*’ Within these general limits illegal taxes 
paid under protest, or license fees exacted without authority of 
law, when considered to have been collected by compulsion, may 
be recovered as monies unlawfully taken, which the municipality 
is bound to restore.** 

The general rule preventing recovery of money paid as taxes or 


36 DILLon, MUNICIPAL CorPORATIONS (sth ed. 1911) § 1617. 

87 Gould v. County Comm’rs, 76 Minn. 379, 381, 79 N. W. 530, 531 (1899). The 
considerations of public policy which are the basis of this rule were stated by the 
court as follows: “If a party could recover from the public whenever there was 
some illegal or irregular action on the part of public officers in the assessment or levy 
of the tax, merely because he was ignorant of such illegality or irregularity at the 
time he paid the tax, the public finances would be thrown into chaos, and frequently 
municipalities would be reduced to utter bankruptcy. Municipalities do not guaran- 
tee the taxpayers correct action on the part of their officers. Irregular action does 
not necessarily injure the parties concerned, and, when it does, the remedies given by 
review, appeal, or by way of defense to proceedings to enforce the tax are supposed 
to afford full redress.” See, for summary of reasons advanced, Field, The Recovery 
of Illegal and Unconstitutional Taxes (1932) 45 Harv. L. Rev. 501, 512-16. 

38 Carolina & N. W. Ry. v. Clover, 46 F.(2d) 395 (C. C. A. 4th, 1931) ; Thomas 
v. Burlington, 69 Iowa 140, 28 N. W. 480 (1886); Bank of Holyrood v. Kottmann, 
132 Kan. 593, 396 Pac. 357 (1931); Dill v. Inhabitants of Wareham, 7 Metc. 438 
(Mass. 1844) ; O’Conley v. Natchez, 9 Miss. 31 (1843); Fox Valley Canning Co. v. 
Hortonville, 207 Wis. 502, 242 N. W. 142 (1932). The recovery must be at law, un- 
less as incidental to injunctive relief. Ward v. Love County, 253 U. S. 17 (1920); 
Salisbury v. Detroit, 258 Mich. 235, 241 N. W. 888 (1932). In the Ward case the 
Court said: “ As the payment was not voluntary, but made under compulsion, no 
statutory authority was essential to enable or require the county to refund the money. 
It is a well settled rule that ‘ money got through imposition ’ may be recovered back; 
and, as this court has said on several occasions, ‘ the obligation to do justice rests 
-upon all persons, natural and artificial, and if a county obtains the money or prop- 
erty of others without authority, the law, independent of any statutes, will compel 
restitution or compensation.’ ... To say that the county could collect these un- 
lawful taxes by coercive means and not incur any obligation to pay them back is 
nothing short of saying that it could take or appropriate the property of these 
Indian allottees arbitrarily and without due process of law. Of course this would 
be in contravention of the Fourteenth Amendment, which binds the County as an 
agency of the State.” 253 U.S. at 24. 
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license fees without protest under an invalid statute, as stated by 
Judge Dillon, still seems to persist in some jurisdictions,** but 
in many states the stringency of the rule has been progressively 
ameliorated. The courts’ quite generally hold today that any 
payment made under stress of legal process is compulsory.” 
So also, the principle that payment of illegal taxes on real prop- 
erty under protest will not be considered involuntary has been 
modified in some states by the doctrine that compulsion may be 
implied wherever the payment is necessary to save one’s property 
from foreclosure as well as from the cloud of a statutory lien.** 
Legislative acts in many states providing for the refund of taxes 
are indicative of a public policy to withdraw from the ordinary 
jurisdiction of the courts the whole subject of the recovery back 
of monies illegally exacted as taxes, but only a few of such statutes 
cover the refund of taxes levied for purely municipal purposes.* 
Where they do so provide, such statutes, though permissive in 
form, are generally construed as mandatory.** Whether the 
remedy will be adjudged exclusive depends upon the express 


89 School of Domestic Arts v. Harding, 331 IIl. 330, 163 N. E. 15 (1928) ; Cole- 
man v. Inland Gas Corp., 231 Ky. 637, 21 S. W.(2d) 1030 (1929); Crescent City 
Ass’n v. New Orleans, 19 La. App. 613, 141 So. 412 (1932); Prescott v. Memphis, 
154 Tenn. 462, 285 S. W. 587 (1926). 

40 Underwood Typewriter Co. v. Chamberlain, 92 Conn. 199, 102 Atl. 600 
(1917) ; Lindsay v. Allen, 19 R. I. 721, 36 Atl. 840 (1897) ; Quick Service Tire Co. 
v. Smith, 156 Tenn. 96, 299 S. W. 807 (1927). See also the remarks of Mr. Justice 
Holmes, on involuntary payment in Atchison, T. & S. F. Ry. v. O’Connor, 223 U. S. 
280, 285 (1912); Cincinnati v. Cincinnati Street Ry., 187 N. E. 312 (Ohio App. 
1933). 

41 The strict rule that taxes on real property paid under protest are voluntarily 
paid, unless to avoid a cloud on title, which was criticised by KEENER, QuastI- 
Contracts (1893) 424-25, seems to have been abandoned in New York and Michi- 
gan. Newberry v. Detroit, 184 Mich. 188, 150 N. W. 838 (1915); Adrico Realty 
Corp. v. New York, 250 N. Y. 29, 164 N. E. 732 (1928). Compare these cases with 
Detroit v. Martin, 34 Mich. 170 (1876), and Bruecher v. Port Chester, ror N. Y. 240, 
4N. E. 272 (1886). See also Bank of Holyrood v. Kottmann, 132 Kan. 593, 296 Pac. 
367 (1931); Union Bag & Paper Co. v. Washington, 160 Wash. 538, 295 Pac. 748 
(1931). 

42 See Field, supra note 37. As to the effect of such refund statutes upon recov- 
ery of taxes illegally or erroneously exacted, compare Indianapolis v. Morris, 25 Ind. 
App. 409, 58 N. E. 510 (1900) ; Slimmer v. Chickasaw County, 140 Iowa 448, 118 
N. W. 779 (1908) ; Coleman v. Inland Gas Corp., 231 Ky. 637, 21 S. W.(2d) 1030 
(1929). 

48 Indianapolis v. McAvoy, 86 Ind. 587 (1882) ; Blanchard v. Detroit, 253 Mich. 
491, 235 N. W. 230 (1931). 
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wording of the statute or upon the construction put upon it by 
the courts.** 

It may be noted that Judge Dillon’s sweeping statement failed 
to except monies collected under the guise of taxation where no 
jurisdiction to tax existed. Clearly in all such cases a quasi- 
contractual remedy for the recovery of monies so exacted should 
be available, and statutory provision for refunds should not be 
construed as exclusive.*® Some state courts recognize this dis- 
tinction, and the federal courts uniformly allow a quasi-contractual 
recovery as a matter of right under the Fourteenth Amendment.** 
The Supreme Court has frequently applied the principle that 
where the recovery of money exacted as taxes is illegal because 
in violation of the Federal Constitution, as, for instance, the lack 
of jurisdiction to tax, the right of the plaintiff is not to be ham- 
pered by state statutes prescribing limitations upon recovery.” 

There would seem to be no theoretical reason why the same 
rules should not be applied to the recovery of monies collected 
as taxes under a statute later declared to be invalid because its 
enactment did not conform to the requirements of the state con- 
stitution, or under an ordinance adjudged to be defective because 
in excess of the power delegated to a municipality. The prac- 
tical objection that a tremendous burden of restitution may thus 
be imposed upon governmental agencies is equally applicable in 
all cases,** but this result may easily be obviated by the enactment 
of reasonable statutes of limitations.*® 

When we come to the question of taxes unlawfully exacted 
through a failure of the local officials to comply with statutory re- 


44 Salthouse v. McPherson County, 115 Kan. 668, 224 Pac. 70 (1924). 

45 International Paper Co. v. Burrill, 260 Fed. 664 (D. Mass. 1919). 

46 Champlain Realty Co. v. Brattleboro, 260 U. S. 366 (1922); Shaw v. Hart- 
ford, 56 Conn. 351, 15 Atl. 742 (1887) ; Indianapolis v. McAvoy, 86 Ind. 587 (1882) ; 
Thomas v. Burlington, 69 Iowa 140, 28 N. W. 480 (1886); Putnam v. Middle- 
borough, 209 Mass. 456, 95 N. E. 749 (1911); National Bank of Chemung v. 
Elmira, 53 N. Y. 49 (1873). 

47 Ward v. Love County, 253 U. S. 17 (1920) ; Carpenter v. Shaw, 280 U. S. 363 
(1930). 

48 The amount of taxes paid into state treasuries under inheritance taxes affected 
by Farmers Loan & Trust Co. v. Minnesota, 280 U. S. 204 (1930), and Baldwin v. 
Missouri, 281 U. S. 586 (1930), has been estimated at nearly one hundred million 
dollars. Field, supra note 37, at sor. 

49 A thirty day statute of limitations was held to be unreasonable in Sneed v. 
Shaffer Oil & Ref. Co., 35 F.(2d) 21 (C. C. A. 8th, 1929). 
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quirements as to levy and collection, necessarily the taxpayer must 
be left to the remedies, administrative or otherwise, set up by the 
legislature. The federal doctrine, that a failure to resort to 
administrative remedies will preclude raising the question of 
illegality in an equitable action, has gained considerable ground in 
the state courts within recent years."* So, too, the failure of a 
taxpayer to take active steps to recover taxes illegally exacted, 
or his long delay in seeking the aid of the courts may justify the 
conclusion in a given case that he has forfeited by waiver or 
laches his right to recover.” 

With respect to monies illegally exacted by special assessment 
proceedings, the problem becomes relatively simple. As the pro- 
ceeds of assessments collected for a local improvement are held 
in trust by the municipality for the designated purpose, it follows 
that if monies so collected and retained are not used for the pur- 
pose for which they were collected, either because the assessment 
has been declared invalid or because the project has been aban- 
doned, the property owner may recover the payment so made upon 
the theory of a failure of consideration.** The same rule applies 
upon an adjudication that an individual assessment is void.™* 


DEFECTIVE EXERCISE OF MUNICIPAL POWERS 


The underlying principle in the cases so far considered is that 
of restitution. There remains the more difficult question of the 


50 Stanley v. Supervisors of Albany, 121 U. S. 535 (1887); United States Trust 
Co. v. New York, 144 N. Y. 488, 39 N. E. 383 (1895). See Verran Co. v. Stamford, 
108 Conn. 47, 142 Atl. 578 (1928), (1928) 38 YALE L. J. 266. 

51 First Nat. Bank v. Weld County, 264 U. S. 450 (1924) ; Pacific Tel. & Tel. Co. 
v. Seattle, 54 Sup. Ct. 383 (1934); Detroit River Sav. Bank v. Detroit, 114 Mich. 
81, 72 N. W. 14 (1897); see Stason, Judicial Review of Tax Errors— Effect of 
Failure to Resort to Administrative Remedies (1930) 28 Micu. L. REv. 637. 

52 Kehe v. Blackhawk County, 125 Iowa 549, 101 N. W. 281 (1904) ; Davenport 
v. Elizabeth, 41 N. J. L. 362 (1879) ; Tripler v. New York, 125 N. Y. 617, 26 N. E. 
721 (1891). See also Standard Oil Co. v. Bollinger, 348 Ill. 82, 180 N. E. 396 
(1932) ; River Excursion Co. v. Louisville, 244 Ky. 811, 51 S. W.(2d) 470 (1932). 

53 District of Columbia v. Thompson, 281 U. S. 25 (1930); Grimes v. Merced 
County, 96 Cal. App. 76, 273 Pac. 839 (1928); Bradford v. Chicago, 25 Ill. 411 
(1861) ; Blanchard v. Detroit, 253 Mich. 491, 235 N. W. 230 (1931); Valentine v. 
St. Paul, 34 Minn. 446 (1886); Jersey City v. O’Callaghan, 41 N. J. L. 349 (1879) ; 
Trimmer v. Rochester, 130 N. Y. 401, 29 N. E. 746 (1892). See also New Smyrna 
Inlet Dist. v. Esch, 103 Fla. 24, 137 So. 1, 138 So. 49 (1931). 

54 Carolina & N. W. Ry. v. Clover, 46 F.(2d) 395 (C.C. A. 4th, 1931). As to the 
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quasi-contractual liability of municipal corporations as affected 
by limitations upon the method of exercising the powers conferred. 
In the cases that arose prior to 1850, no distinction between the 
law of private and that of public corporations with respect to 
liability in contract had been developed.** While in numerous 
cases the doctrine of ultra vires was recognized,” yet, since mu- 
nicipal powers were uniformly granted in general terms, the ques- 
tion of a defective exercise of municipal powers was seldom 
raised.’ The question, however, received considerable attention 
in two cases brought before the Supreme Court of California 
in 1860 and 1862 respectively, Argenti v. San Francisco,** and 
Zottman v. San Francisco; *° and upon the reasoning of the court 
in these cases, the subsequent law in this country largely turns. 

In the Argenti case, an action to recover upon a contract for 
a street improvement, the city set up, inter alia, that the contract 
had not been formally authorized by ordinance, and that it im- 
posed a debt in excess of the amount limited by the charter; 
neither defense was sustained by the evidence. In writing the 
opinion of the court, however, Associate Justice Cope introduced 
a broad discussion of the power of a local public corporation to 
contract; he maintained that it was bound by the same rules as 
a private corporation, that statutory directions as to methods of 
contracting were to be as liberally construed, and that even a 
lack of authority to contract should not be considered in all cases 
a sufficient test of exemption from liability. 


application of waiver and laches to bar the taxpayer’s right to have an assessment 
set aside, see Moore v. Yonkers, 235 Fed. 485 (C. C. A. 2d, 1916); Armstrong v. 
Williamson & Wilson, 220 Ala. 415, 125 So. 681 (1930). Cf. West Shore R. R. v. 
Begota, 7 N. J. Misc. 972, 147 Atl. 628 (1929). 

55 Clark v. Washington, 12 Wheat. 40 (U.S. 1827); San Francisco Gas Co. v. 
San Francisco, 9 Cal. 453 (1858) ; Seagraves v. Alton, 13 II. 366 (1851); Ross v. 
Madison, 1 Carter 281 (Ind. 1849); Brady v. Brooklyn, 1 Barb. 584 (N. Y. 1847); 
see 1 Story, Contracts (4th ed. 1856) § 312. 

56 Stetson v. Kempton, 13 Mass. 271 (1816); Hodges v. Buffalo, 2 Denio 110 
(N. Y. 1846) ; Farmers’ Loan & Trust Co. v. New York, 4 Bos. 80 (N. Y. 1859). 

57 Perhaps the only cases where this question was directly in issue were Wolcott 
v. Lawrence County, 26 Mo. 272 (1858), in which recovery for the building of a 
courthouse not authorized by the designated official body was denied, and Phelen v. 
San Francisco, 6 Cal. 531 (1856), in which case the legislature had attempted to 
confer upon a judicial body, the court of sessions, the administration of county 
affairs pending the election of a board of supervisors. 

58 376 Cal. 255 (1860). 59 20 Cal. 96 (1862). 


19 
to 
sc 

te 

m 
q la 
is 
0 
st 

a 

ti 

it 

it 
tl 
a 
c 

| t 
t 
} 
q 
q 
q 
q 


1934] LIABILITY OF MUNICIPAL CORPORATIONS II59 


ed Upon a motion for rehearing, Chief Justice Field took occasion 
d. to point out that he radically differed with the views expressed by 
he Justice Cope, and that he concurred in the decision of the court 
to solely upon the ground that the contract had been validly en- 
US tered into. Moreover, the dictum of Justice Cope he felt called 


upon to answer, arguing that quasi-contractual liability to return 
money or property received by mistake or without authority of 
law had no application to cases where a municipal corporation 
is authorized to enter into an express contract for the construction 
of a public improvement; that when the charter or some other 
statute prescribes a method of contracting, such prescription is 
a limitation upon the power of the municipal officers which nega- 
tives any liability for benefits received upon an agreement made 
in violation of such limitation; that the general principle that an 
individual is obliged to pay for work which he accepts, although 
no previous contract for its performance had been entered into, 
wholly failed to solve the issue raised by his colleague; that in 


e the instant case neither the corporation itself, nor the officers of 
d the corporation by any of the agencies through which they were 
0 authorized to act, had any power to create the obligation to pay 


for the work, except in the manner expressly prescribed in the 
charter; “and the law never implies an obligation to do that 
which it forbids the party to agree to do.” 

Two years later, in Zottman v. San Francisco, the precise issue 
was whether the plaintiff could recover in quasi-contract for extra 
work on a public improvement done by authority of officers of the 
city, but without observing the charter’s requirement of competi- 
tive bidding. The Chief Justice was able to carry the entire court 
with him in denying any recovery to the plaintiff for the work 
thus performed, and reiterated in his opinion the arguments he 
had advanced in the Argenti case.® Justice Cope wrote a short 


60 In reaching its result the court was greatiy influenced by the decision of the + 
Supreme Court of New York in Brady v. New York, 16 How. Pr. 432-(N. Y. 1857), i 
aff'd, 20 N. Y. 312 (1859), in which it was held that no recovery should be allowed _ 
for benefits conferred upon the city where there had been a failure to comply with i 
a similar charter provision. In its opinion, that court had said: “ The analogy drawn if 
from the obligation of an individual to pay for work which he accepts, although : 
there has been no previous contract for its performance, wholly fails to reach the 
present case. Here, neither the officers of the corporation nor the corporation, by 
any of the agencies through which they act, have any power to create the obligation 
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concurring opinion, in which he repudiated the views that he 
had previously expressed, stating that his error had arisen from 
paying too little attention to the restrictive provisions of the 
charter, that such provisions apply with peculiar force to a cor- 
poration organized for a public purpose, and that they necessarily 
operate as limitations upon the power of the city to contract in 
any other manner. 

In California the doctrine of the Zottman case has been con- 
sistently followed, and is now accepted by the federal courts and 
the majority of the states. But the dictum expressed in the 
opinion of Justice Cope and incorporated into the headnotes of 
the Argenti case, based upon the axiom that the obligation to 
do justice rests upon all, gained a respectable following in other 
jurisdictions, and the decision itself is still frequently cited as the 
leading authority for allowing a quasi-contractual recovery for 
benefits conferred where the local authorities have failed to com- 
ply with a statutory restriction upon the method of contracting.” 
In neither of the opinions of these two eminent judges was the 
nature of quasi-contractual recovery analyzed, nor the distinction 
between contracts ultra vires and those intra vires the corporation 
discussed, but they rested their conclusions almost solely upon 
considerations of dominant public interest. The policy set forth 
by Justice Field, perhaps the more logical at the time it was an- 
nounced, became imbedded in precedent in a large number of the 
states, reinforced in some instances by constitutional amendments 
and statutory provisions that gave or seemed to give it legislative 
approval.” The more liberal public policy announced in the 
Argenti case, however, has been unreservedly adopted by some 
courts, and its spirit has come to be applied in one way or an- 
other in most of the jurisdictions which still cling to the letter 
of the Zottman decision. It may be worth while, therefore, to 


to pay for the work, except in the mode which is expressly prescribed in the charter; 
and the law never implies an obligation to do that which it forbids the party to 
agree to do.” Id. at 446. 

61 Justice Cope’s dictum in the Argenti case was cited by the Supreme Court of 
the United States as “ more or less in point ” in the well known case of Hitchcock 
v. Galveston, 96 U.S. 341 (1877). The decision of the Court was that a limitation 
of indebtedness for general purposes imposed in the city charter did not restrict in- 
debtedness for improvements specifically authorized by the same instrument. 

62 See notes 5, 6, 7, supra. 
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consider briefly the difference in the two doctrines, and the trend 
of the decisions in which they have been applied or discussed. 

The doctrine announced by Justice Cope in his opinion in the 
Argenti case is that so far as possible municipal corporations are 
to be held to liability on their contracts to the same extent as pri- 
vate corporations, and that such a legislative intention is to be as- 
sumed in the absence of a clear mandate to the contrary. This 
principle of construction leads to the classification of limitations 
upon the exercise of the power to contract as directory rather than 
mandatory, and thus results in the conclusion that, where there 
has been a failure to comply with the statute, the legislature has 
not intended its prohibition to extend further than to preclude 
recovery upon an express contract or one implied in fact. Under 
this doctrine, therefore, the violation of limitations upon the power 
to contract may be a material irregularity, rendering the contract 
voidable, but will not be fatal to a recovery upon quasi-contractual 
principles for benefits conferred. 

The doctrine of the Zottman case, on the other hand, empha- 
sizes the fundamental principle that the municipal corporation 
is primarily a subordinate agency of the state vested with the 
power of taxation and should, therefore, be kept strictly within 
its sphere of delegated powers; that in imposing limitations upon 
the exercise of its power to contract, the legislative intent is that 
these limitations are to be construed as mandatory, that is, as 
conditions precedent to any valid exercise of power, and that 
even the principles of quasi-contractual recovery must be modi- 
fied whenever their application may tend to defeat the dominant 
public policy. 

An analysis of the decisions on this point indicates that all 
but a negligible number are based upon the primary determina- 
tion whether or not the given statutory limitations upon the exer- 
cise of the particular power to contract apply to the case sub 
judice, and, if so, whether the intention of the legislature was 
that the restriction should be mandatory or merely directory. 
At first blush it would seem that any statutory limitation upon 
the exercise of the power of a subordinate agency should be con- 


63 The term “ material irregularity ” is used in contradistinction to irregularities 
in execution so trivial as not to be regarded as a violation of any limitation. 
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sidered mandatory, and the decisions generally so hold as to the 
relations of the parties created by the defective contractual acts. 
The execution of such an agreement, whether called voidable or 
void, may, therefore, be enjoined at the suit of a taxpayer.” 
While purely executory, neither party can compel the other to 
perform or subject him to an action for damages for non- 
performance. When, however, the agreement has been executed 
on one side, and substantial benefit conferred upon the munici- 
pality, the views taken by courts of different states come into 
conflict. A majority of our jurisdictions, following the doctrine 
of the Zottman case, hold that, except where money or property 
has thus come into the hands of the municipality and been used 
for a proper municipal purpose, the plaintiff can recover nothing 
for the benefit he has conferred by way of services rendered, 
or for materials incorporated into public works in such a way that 
they cannot be restored in specie.* 

In the application of the doctrines set forth above it should be 
observed that the courts of the several states differ greatly as to 
what limitations are to be designated as mandatory or directory. 
Courts accepting the theory of the Zottman case generally hold 
that to allow quasi-contractual recovery where the requirement 
of competitive bidding has been ignored would defeat the purpose 
of the statute,’ but it seems to be otherwise where there has been 


64 The English decisions hold that a quasi-contractual recovery may be al- 
lowed for benefits received under a municipal contract voidable because of a failure 
to observe the common-law requirement of a sealed instrument, but not when 
such requirement is imposed by statute. Hunt v. Wimbledon Local Board, 3 


C. P. D. 208 (1878), aff'd, 4 C. P. D. 48 (1878) ; Young v. Corporation of Royal - 


Leamington Spa, 8 App. Cas. 517 (1883). The legislative intention of such restric- 
tions is construed by the English courts to be the protection of the ratepayers. In 
the case last cited, Brett, L. J., expressed regret that, after spending weeks in at- 
tempting to come to a different conclusion, he felt bound to conclude that the 
statutory requirement of the seal was mandatory. 

65 Frasch v. Prichard, 224 Ala. 410, 140 So. 394 (1932); Moseley Hospital v. 
Hall, 207 Ky. 644, 269 S. W. 1004 (1925). 

66 The local officers may be enjoined from making payment in any such case. 
See, e.g., Lassiter & Co. v. Taylor, 99 Fla. 819, 128 So. 14 (1930) ; Wagner v. Mil- 
waukee, 196 Wis. 328, 220 N. W. 207 (1928). 

87 See Folger, J., in McDonald v. New York, 68 N. Y. 23, 28 (1876): “ How can 
it be said that a municipality is liable upon an implied promise, when the very 
statute which continues its corporate life, and gives it its powers, and prescribes the 
mode of the exercise of them, says, that it shall not, and hence cannot, become liable, 
save by express promise? ” 
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a failure to comply with certain formal requirements of advertis- 
ing, or a direction that the contract shall be in writing,” or 
that the votes upon the award of a contract shall be recorded.” 
And the requirement of a formal appropriation before a contrac- 
tual obligation can be incurred is most frequently construed to be 
mandatory." Yet it should not be overlooked that there are 
courts in which a failure to observe this requirement or that of 
competitive bidding will not preclude a recovery in quasi-contract 
for benefits received.” 

The content that is to be given to a mandatory requirement 
may also vary in the different states. For example, the require- 
ment of competitive bidding is generally held not to apply to 
contracts for personal services of a technical nature,”* but may 
apply if such services are to be rendered by a corporate agency,” 
or if they are merely supervisory in nature.” By the wording 
of a given statute any such requirement may be held inapplicable 
to the contracts made by one municipality with another.”* In 
most of the states today the courts exclude from the purview of 
the restrictive statute contracts entered under the stress of an 
emergency in the public service. Thus, in construing a statute 


68 Archambault v. Lowell, 278 Mass. 327, 180 N. E. 157 (1932); Peterson v. 
Ionia, 152 Mich. 678, 116 N. W. 562 (1908) ; Nebraska Bitulithic Co. v. Omaha, 84 
Neb. 375, 121 N. W. 443 (1909). 

69 Gaslight Co. v. Memphis, 93 Tenn. 612, 30 S. W. 25 (1894). Contra: Times 
Pub. Co. v. Weatherby, 139 Cal. 618, 73 Pac. 465 (1903) ; McGovern v. Boston, 229 
Mass. 394, 118 N. E. 667 (1918). 

70 Logansport v. Dykeman, 116 Ind. 15,17 N. E. 587 (1888). 

71 Fort Pierce v. Scofield Engineering Co., 57 F.(2d) 1026, 1029 (C. C. A. 5th, 
1932); May v. Chicago, 222 Ill. 595, 78 N. E. 912 (1906) ; Sleight | v. Board of 
Education, 10 N. J. Misc. 523, 159 Atl. 707 (1932). 

72 Wakely v. St. Louis, 184 Minn. 613, 240 N. W. 103 (1931) ; Lincoln & sina 
County Irr. Dist. v. McNeal, 60 Neb. 613, 83 N. W. 847 (1900); Sluder v. San 
Antonio, 2 S. W.(2d) 841 (Tex. Comm. App. 1928) ; see Note (1932) 10 N. Y. U. 
L. Q. REv. 64. 

73 Franklin v. Horton, 97 N. J. L. 25, 116 Atl. 176 (1922); People v. Flagg, 17 
N. Y. 584 (1858); Tackett v. Middleton, 280 S. W. 563 (Tex. Comm. App.), 44 
A. L. R. 1143 (1926). . 

74 Johnson-Olmsted Realty Co. v. Denver, 89 Colo. 250, 1 Pac.(2d) 928 (1931). 

75 Colorado Springs v. Coray, 25 Colo. App. 460, 139 Pac. 1031 (1914). 

76 Coryell County v. Burke & Corbett, 4 S. W.(2d) 283 (Tex. Civ. App. 1928). 
Such a statute by its terms may not be applicable to certain local state agencies. 
The Minnesota statute requiring competitive bidding has not been extended to 


include school districts. Olson v. Independent & Cons. School Dist., 175 Minn. 


201, 220 N. W. 606 (1928). 
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requiring advertising and competitive bidding, the New York 
courts have consistently held that the purpose of such a statute 
is to insure “ economy in the public administration and honesty, 
fidelity and good morality in the administrative offices”. To 
this end emergency contracts necessary to prevent the breaking 
down of the public service have been excluded from the purview 
of the statute, as for example, contracts for a temporary service 
of street lighting,”’ or for removal of garbage upon the failure of 
the contractor to act where the emergency agreement is ter- 
minable upon short notice so that a contract in the regular form 
may be readily made."* So, also, quite generally courts have 
sustained recovery for utility services furnished a municipality, 
either by excluding the annual charges from the limitations of the 
restrictive statutes or through predicating a contract implied in 
fact.” 


RATIFICATION AND ESTOPPEL 


Judicial efforts to forestall the injustice that might result from 
a refusal to allow quasi-contractual recovery in this class of cases 
are further indicated by the extensive application of the doctrines 
of ratification and estoppel. The doctrine of ratification primarily 
relates to the authentication of the acts of officers or agents who 


77 Harlem Gaslight Co. v. New York, 33 N. Y. 309 (1865); Matter of Dugro, 
50 N. Y. 513 (1872); Gleason v. Dalton, 28 App. Div. 555, 51 N. Y. Supp. 337 
(1898) ; North River Elec. L. & P. Co. v. New York, 48 App. Div. 14, 62 N. Y. 
Supp. 726 (1900). 

78 Snyder v. Hylan, 105 Misc. 78, 173 N. Y. Supp. 366 (1918) ; Tobin v. Sun- 
dance, 45 Wyo. 219, 17 Pac.(2d) 666 (1933). See also N. J. Comp. Stat. (Supp. 
1930) § 136-1101, giving local municipal boards the power to let contracts without 
competitive bidding upon a declaration of emergency by a four-fifths vote of their 
members. In some instances the local charter may except contracts to provide for 
a “ special emergency involving the health or safety of the people or their property ” 
from the requirement of competitive bidding. Los Angeles Dredging Co. v. Long 
Beach, 210 Cal. 348, 291 Pac. 839 (1930); Safford v. Lowell, 255 Mass. 220, 151 
N. E. 111 (1926). For a notable instance of refusal to make any exception because 
of an emergency, see Pyrene Mfg. Co. v. Atlanta, 27 Ga. App. 568, 110 S. E. 408 
(1921), (1922) 31 Yate L. J. 779. 

79 Greenville v. Greenville Water Works Co., 125 Ala. 625, 27 So. 764 (1899) ; 
Nicholasville Water Co. v. Nicholasville, 18 Ky. L. Rep. 592, 36 S. W. 549 (1896), 
overruled, Worrell Mfg. Co. v. Ashland, 159 Ky. 656, 167 S. W. 922 (1914); East 
Newark v. New York & N. J. Water Supply Co., 67 N. J. Eq. 265, 57 Atl. 1051 
(1904); Port Jervis Water Co. v. Port Jervis, 151 N. Y. 111, 45 N. E. 388 (1896). 
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have undertaken to contract for the municipality in a matter 
intra vires the corporation but without the requisite authority. 
And in this respect the rules governing private corporations apply 
equally to public corporations, within the limits of the powers 
conferred upon them by the legislature.** Discretionary powers 
can be exercised only by the official body duly authorized to act; 
to permit any recovery against a municipality for benefits con- 
ferred through reliance upon the unauthorized acts of public 
officials would tend to nullify the mandate of the statutory re- 
striction. Therefore, unless ratification can be found, some courts 
simply invoke the rule that all persons are chargeable with notice 
of the limitation upon municipal powers; * others, that a munici- 
pality in common with private persons cannot be made a debtor 
against its will.*® When, however, the agreement under which 
such benefits are rendered is expressly ratified by the body quali- 
fied to act, or that body elects to accept the benefits resulting 
from its performance, recovery will lie either in special assumpsit 
or upon the common counts. Either remedy is, of course, con- 
tractual, but by extension of the doctrines of ratification and 
estoppel, the courts have come to take care of many situations 
in which they feel bound by precedent to exclude a quasi- 
contractual remedy. 

The term “ ratification ” as used in this class of cases applies 
both to the unwarranted acts of subordinate agents and to the 
defective exercise of power by a local governing body. Ratifica- 
tion of an unwarranted exercise of authority by an agent of a 
municipal body requires, if strictly applied, that the officers vested 
with the power approve the action of the subordinate, but this may 
be either express, formal approval, or implied from the acts, 
words, or conduct of the body empowered to act, which reasonably 
show that intention.** Such an implied ratification must be de- 
termined from all the facts and circumstances attributable to the 
principal, but there is a strong equity in favor of an implication 
of ratification wherever work or material have been furnished in 

80 Clark v. Washington, 12 Wheat. 40 (U. S. 1827) ; Frank v. Board of Educa- 
tion, 90 N. J. L. 273, 100 Atl. 211 (1917). 

81 Goldberg v. Cedar Rapids, 200 Iowa 139, 204 N. W. 216 (1925). 

82 Bartlett v. Lowell, 201 Mass. 151, 87 N. E. 195 (1909). 


88 Green v. Cape May, 41 N. J. L. 45 (1879) ; New Jersey Car-Spring Rubber 
Co. v. Jersey City, 64 N. J. L. 544, 46 Atl. 649 (1900). 
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good faith to carry out a municipal function.** Thus, it has been 
held that the acceptance of work performed in accordance with 
an unauthorized contract and the auditing and payment of bills 
therefor by the body authorized to act, without comment or sug- 
gestion of any invalidity of the contract, may amount to a definite 
ratification ,or adoption of the contract.*° But the majority 
of our courts hold that a failure to comply with mandatory re- 
quirements cannot be cured by ratification unless action is taken 
by the body to which the power to contract is committed, and 
in the manner prescribed by statute.*® Obviously, there can be 
no ratification if the charter expressly declares void any con- 
tract entered into without a prior compliance with a statutory 
requirement.*’ 

Nevertheless, in some jurisdictions, even in cases where the 
invalidity is due to a failure to comply with mandatory require- 
ments as to the method of contracting, the courts sustain recovery 
on the contract after performance by the other party by applying 
a so-called doctrine of estoppel. Such estoppel usually goes 
to preclude setting up a failure to ratify, but sometimes, in cases 
where true ratification is impossible, as in a failure to advertise, 
or to call for competitive bids, judgment is given on the contract 
upon the ground that it would be inequitable to sustain the plea 
of ultra vires. In a contract clearly beyond any of the powers 
delegated to the corporation, a plea of ultra vires is always avail- 
able to a municipal corporation,** but these courts refuse to apply 
the strict doctrine of ultra vires to contracts to do an act intra 
vires the corporation, void or voidable because of a failure to 


* 84 Webb v. Wakefield, 239 Mich. 521, 215 N. W. 43 (1927); Rogers v. Omaha, 
76 Neb. 187, 107 N. W. 214 (1906) ; Moore v. New York, 73 N. Y. 238 (1878). 

85 Vermeule v. Corning, 186 App. Div. 206, 174 N. Y. Supp. 220 (1919), aff'd, 
230 N. Y. 585, 130 N. E. 903 (1920). 

86 Ballagh Realty Co. v. Dumont, 111 N. J. L. 32, 166 Atl. 491 (1933) ; Cater- 
pillar Tractor Co. v. Detman Township, 62 N. D. 465, 244 N. W. 876 (1932); 
Joyce v. Sauk County, 210 Wis. 243, 246 N. W. 413 (1933). Statutes may ex- 
pressly preclude ratification except by prescribed methods, as by ordinance. Paul v. 
Seattle, 40 Wash. 294, 82 Pac. 601 (1905). 

87 Carpenter Const. Co. v. Detroit, 229 Mich. 285, 200 N. W. 955 (1924); 
Stratton v. Detroit, 246 Mich. 139, 224 N. W. 649 (1929). 

88 Ditton, MunicrpAL CorPoraTIONs § 797 and cases cited. See also Daviess 
County v. Dickinson, 117 U. S. 657 (1886) ; Central Trans. Co. v. Pullman’s Parlor 
Car Co., 139 U. S. 24 (1891) ; Williams v. Fargo, 63 N. D. 183, 247 N. W. 46 (1933). 
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follow a prescribed method of contracting. While in all cases 
the performance of such an executory contract may be enjoined, 
yet, after the consideration has been fully executed and restora- 
tion is impossible, these courts say that it would be inequitable 
to allow the plea of ultra vires to avoid recovery for the contract 
price,*® or for the reasonable value of the material used,” if ac- 
cepted with full knowledge by the city. This doctrine has been 
supported by analogy to the federal doctrine of estoppel by re- 
citals in municipal bonds, where the constitutional debt limit has 
been exceeded.** But that doctrine would seem to have little 
application, for it is restricted to cases where the determination 
of the facts alleged has been left to the officers who made the 
representations,*” and serves mainly to reconcile conflicting doc- - 
trines of the federal and state courts in the domain of commercial 
law. In applying this doctrine in the Scott County case,” the 
Circuit Court of Appeals practically annulled the construction 
put by the Supreme Court of Arkansas upon a public statute de- 
fining the powers of its subordinate agencies. Generally this doc- 
trine of estoppel cannot be invoked to sustain the contract, unless 
there have been overt acts by way of representations or conduct, 
made by officers empowered to act, with knowledge of the material 
facts, and justifiably relied upon by the plaintiff as an inducement 
to change his position.** However, when municipal officers failed 
in their duty to disclose the exhaustion of funds available for 
work undertaken, it was held equivalent to a positive misrepre- 
sentation.” 


89 Scott County v. Advance-Rumley Thresher Co., 288 Fed. 739 (C. C. A. 8th, 
1923) ; Stark County v. Dickinson, 56 N. D. 371, 217 N. W. 525 (1928). 

90 Schueler v. Kirkwood, 191 Mo. App. 575, 177 S. W. 760 (1915); Omaha 
Road Equipment Co. v. Thurston County, 122 Neb. 35, 238 N. W. 919 (1931); 
Ward v. Kropf, 207 N. Y. 467, 101 N. E. 469 (1913); Austin Bros. v. Montague 
County, 10 S. W.(2d) 718 (Tex. Comm. App. 1928). See also Note (1907) 20 
Harv. L. REv. 564. 

91 Colma v. Eaves, 92 U.S. 484 (1875) ; Aurora v. Gates, 208 Fed. 101 (C. C. A. 
8th, 1913) ; Mercer County v. Eyer, 1 F.(2d) 609 (C. C. A. 6th, 1924). 

92 Sutliff v. Lake County Comm’rs, 147 U. S. 230 (1893); Moore v. Nampa, 
276 U. S. 536 (1928). 

93 Scott County v. Advance-Rumley Thresher Co., 288 Fed. 739 (C. C. A. 8th, 
1923). 

94 Denver & S. L. Ry. v. Moffat Tunnel Improvement Dist., 35 F.(2d) 365 
(D. Colo. 1929). 

®5 Silliman & Godfree Co. v. Westport, 111 Conn. 510, 150 Atl. 502 (1930). 
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The efforts of the courts to apply the doctrine of estoppel to 
obviate the conclusion that a failure to comply with limitations 
upon the exercise of the power to contract will preclude a recovery 
in quasi-contract for benefits conferred often involves them in 
serious theoretical difficulties. It was partly due to a division 
of opinion in the highest court of New York over the application 
of the doctrine of estoppel in this class of cases °° that led the 
state legislature to enact a statute authorizing municipalities to 
compromise or pay any “moral claim”. In earlier years the 
legislature had frequently validated claims against municipalities 
for work and materials furnished, imposing a positive duty of 
payment where no judicial remedy had previously been available.” 
The delegation of such a power to the subordinate agencies of 
the state makes it possible for the local legislative body to recom- 
pense any contractor who would be entitled to a recovery in quasi- 
contract, were it not for the persistence of the rule of implied 
mandatory limitations.* 


CoNCLUSION 


The extent to which our more progressive courts have gone to 
mitigate the rigorous doctrine which denies quasi-contractual re- 
covery for benefits received, when the municipality has violated 
mandatory limitations upon the exercise of its power to contract, 
leads us to consider whether the reasons set forth in the early 


96 Ward v. Kropf, 207 N. Y. 467, 101 N. E. 469 (1913). This was an action to 
recover for work, labor, and materials incorporated in a municipal sewer; the 
court held that, for the purpose of predicating an estoppel, title to the materials in 
place should be deemed to be still in the contractor, and that the city, by electing 
to utilize the sewer, should be estopped to deny the validity of the contract. 
Cullen, C. J., dissented. 

87 General City Law, Art. 2-A, § 20, par. 5, empowering cities “to pay or 
compromise claims equitably payable by the city, though not constituting obligations 
legally binding on it, but it shall have no power to waive the defense of the 
statute of limitations or to grant extra compensation to any public officer, servant 
or contractor.” In Evans v. Berry, 262 N. Y. 61, 186 N. E. 203 (1933), the Court 
of Appeals held that under this grant a city may compensate a person injured 
through the negligence of a police officer, although at iaw he has no enforceable 
claim. See (1933) 19 Corn. L. Q. 77. 

_ %8 Guilford v. Cornell, 18 Barb. 615 (N. Y. 1854), 13 N. Y. 143 (1855); 
Wrought Iron Bridge Co. v. Attica, 119 N. Y. 204, 23 N. E. 542 (1890). 
99 See In the Matter of Shaddock v. Schwartz, 246 N. Y. 288, 158 N. E. 872 


(1927). 
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cases for construing certain restrictions as mandatory are still 
logically valid, and whether either by decision or by legislation 
it would be advisable to adopt the more liberal doctrine of those 
courts which classify all such limitations as merely directory. 
' The vital principle applied by the English courts is whether the 
statutory restriction was intended to protect the taxpayers. A 
similar conclusion seems to have been inevitable when such re- 
strictive statutes were the exclusive method provided by the legis- 
lature to control intra vires public expenditures.*”* 
The English decisions previously referred to *°? were handed 
down in cases in which the statutory local authority was vested 
with limited powers, and where a public policy justifying a less 
drastic rule was wanting. But American courts in the interpreta- 
tion of restrictive statutes upon the exercise of municipal powers 
have rather been influenced to adopt one or the other of the 
alternative rules quite largely by the public policy of the given 
state, drawn from the entire course of legislation construed in the 
light of their own peculiar experience. This is the explanation 
of the conflict in the different states regarding the principle to be 
applied in this line of cases. In none of our jurisdictions has the 
more drastic rule been followed solely upon the theory of strict 
construction of municipal powers, but rather upon the conclusion 
that the legislative intention of protecting the taxpayer would be 
nullified if the more liberal rule were adopted. In some of our 
states, as we have seen, the public policy is still quite definitely 
defined by the statutes,*°* but in others one has to admit that the 
continuance of the strict construction is due to a regard for 
precedents established when municipal activities were far more 
limited in scope, and under a statutory background only remotely 
comparable to that existing today. The multiplication of mu- 
nicipal functions in the past fifty years has called for other and 
more effective means of regulating municipal finances, such as 
budgetary control of expenditures and central administrative 


100 Lindley, J., in Hunt v. Wimbledon Local Board, 3 C. P. D. 208, 215 (1878): 
“Tt appears to me that I should be depriving the rate-payers of the protection 
intended to be afforded them by the statutes with which I have to deal, if I held the 
defendants liable to pay for work done under a contract required by those Acts 
to be under seal, and not in that form.” 

101 Woopwarp, Law or Quasi-Contracts (1913) § 161. 

102 See note 64, supra. 103 See notes 5, 6, 7, supra. 
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supervision of indebtedness designed to protect the taxpayer or 
the investor.’ 

Moreover, the paramount interest of the state in maintaining 
the credit of its municipalities has called forth other supplemental 
legislation, such as acts providing for the validation of securities 
irregularly issued,’ and statutes strictly limiting the time within 
which an attack upon the validity of municipal contracts may be 
brought.**® The policy of the majority of our states today aims 
to avoid the possibility of impairing municipal credit by the opera- 
tion of technical rules to avoid liability for money borrowed.’ 

In the opinion of the writer, at the time the early decisions 
were handed down, the construction accorded statutory limita- 
tions upon the exercise of powers intra vires the corporation was 
consistent with the principles governing the interpretation of 
delegated statutory powers. If by express words or necessary 
construction the intention of the legislature is still to forbid any 
recovery in quasi-contract, the courts are bound to follow the 
legislative mandate.’** It is apparent, however, that this method 
of control has not proven satisfactory, and often has led to un- 
just results. The dissatisfaction of the courts themselves with 
the result of the application of this construction is shown by their 


104 See Stason, State Administrative Supervision of Municipal Indebtedness 
(1932) 30 Micu. L. REv. 833. 

105 See, e.g., FLA. Comp. Laws (Supp. 1934) § 457(16) ; Ga. ANN. Cope (Michie, 
1926) § 445 et seg.; Miss. CopE ANN. (1930) c. 10; N. Y. Laws 1929, c. 598. 

106 F.g., Wis. Laws 1933, c. 71, §1 (amending Wis. Stat. (1931) § 66.13): 
“ Whenever the proper city officers of any city, . . . however incorporated, enter 
into any contract in manner and form as prescribed by statute, and either party 
to such contract has procured or furnished materials or expended money under the 
terms of such contract, no action or proceedings shall be maintained to test the 
validity of any such contract unless such action or proceedings shall be com- 
menced within sixty days after the date of the signing of such contract.” As to the 
construction of the Ohio statute (Gen. Cope (Page, 1930) § 4315), limiting the 
time of a taxpayer to contest the payment of contractual obligations to one year, 
see Dehmer v. Campbell, 124 Ohio St. 634, 188 N. E. 6 (1932). Louisiana limits 
the time within which a taxpayer may attack the validity of certain municipal 
bonds to sixty days. La. Const. art. XIV, § 14(1) (3); La. Constr. & Stat. (Wolff, 
1920) act 96, p. 1329. 

107 For an example of escape through a technicality, see note 23, supra. 

108 Bluthenthal & Bickert v. Headland, 132 Ala. 249, 31 So. 87 (1901) ; Reams 
v. Cooley, 50 Cal. Dec. 360, 152 Pac. 393 (1915), (1916) 4 Cauir. L. Rev. 255; 
Bristol v. Dominion Nat. Bank, 153 Va. 71, 149 S. E. 632 (1929), Note (1930) 16 
Va. L. REv. 628. 
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efforts to preclude from the purview of the restrictive rules many 
classes of contracts, and to apply so far as possible the doctrine 
of estoppel to prevent injustice being done. At the time the first 
decisions precluding quasi-contractual recovery in these cases 
were handed down, taxpayers’ actions to vindicate a public right 
were practically unknown, and no injunctive remedy was avail- 
able to an individual unless his own special rights were or would 
be injuriously affected. The jurisdiction of courts of equity to 
grant injunctive relief in such cases, which has been extended 
either by judicial decision,*°’ or by statute,° has created an 
effective machinery to protect the taxpayer. Where these equi- 
table remedies have been supplemented by a proper administrative 
control over local finances, there would seem to be no reason why 
a municipal corporation should not be held to respond upon 
principles of quasi-contract for services rendered or materials 
furnished under invalid contracts intra vires the corporation. 
Such a judicial remedy to prevent injustice would be far superior 
to the common recourse to statutory validation, or to a delega- 
tion to the local legislative body of the discretionary power to 
pay “ moral claims ”.*™ 

Likewise in the field of quasi-contract calling for restitution 
by a municipal corporation, while the same principles are ap- 
plied as in the field of private law, their operation, as we have 
seen, has been profoundly influenced by the public policy of 
the given state. In this field precedents, based upon what may 
have been a sound public policy at an earlier day, have often 
proved a barrier to the proper rationalization of the rules which 
should govern the liability of public corporations when their 
spheres of action have been enlarged to meet the needs of a later 
day. No good reason exists today for denying the quasi- 
contractual recovery of taxes exacted under an unconstitutional 
statute, or monies paid into a municipal treasury by mistake, 
whether of law or fact. In the latter case the requirement of 
showing beneficial user should never preclude recovery where 
the local treasury has in fact been augmented. In the domain 


109 Crampton v. Zabriskie, 101 U. S. 601, 609 (1879). 
110 For the history of this legislation in New York, see Altschul v. Ludwig, 216 
N. Y. 459, 465, 111 N. E. 216, 218 (1916). 

111 See the pertinent comment by Knowlton, supra note 14, at 681-82. 
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of taxation, it can hardly be argued that the orderly process of 
financial administration would be hampered by repairing the 
consequences of an unconstitutional statute. 

In the various exceptional situations we have considered, the 
courts have made strenuous efforts to exclude from the applica- 
tion of the more stringent rules many cases where otherwise in- 
justice would result. How to correct the anomalies that have crept 
into the law of some of our states and have become imbedded in 
precedent is a question difficult to answer. Where the exceptions 
are due to the plain words of a statute, the courts are helpless to 
remedy the situation, and must follow the established rules until 
the legislature sees fit to change the law. Public policy is such a 
subtle concept that a general legislative declaration that the broad 
principles of quasi-contractual liability should be applied in all 
cases of unjust enrichment of municipal corporations might justify 
the courts in modifying some of the rules that now lead to the 
anomalous exceptions we have noted. Such legislation, as similar 
legislation extending municipal liability in the domain of tort, 
would go a long way toward bringing the legal rules in the field 
of public law into harmony with the more liberalized policy that 
now obtains in the field of private law. 
C. W. Tooke. 
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HARVARD LAW REVIEW 


DEVELOPMENTS IN THE LAW 
EQUITY — 1933 


For the most part developments in the law of equity during the past 
year have arisen from the application of familiar principles to unusual 
situations. In so short a period, well-defined trends of progress can 
hardly be discerned. But in considering the more interesting recent 
cases with reference to their place and importance in the general field, 
4 much has been found to merit attention. For this purpose the scope of 
q other articles‘ of a similar nature has been adopted. 


NATURE OF EQUITABLE JURISDICTION 


1. Jurisdiction with Reference to Foreign Realty 


Though it is familiar law that a court’s decree passes no title to for- 
eign land,” the principle finds novel application in Rayburn v. Blech- 
schmidt.® The Oregon court there held that a Washington decree order- 
ing delivery of deeds to Oregon land, held in escrow in Washington, 
and delivery thereunder, did not bind the grantor as to the title of the 
land, since there was no personal jurisdiction over the grantor. In an 
early case * New York took jurisdiction, as did Washington, to com- 
plete a conveyance of foreign land, basing its jurisdiction solely upon 
the presence of the deeds within the state. Both cases seem correct for, 
although the propriety of the delivery cannot be res judicata without 
jurisdiction over the grantor, nevertheless, if the delivery was rightful 
and in accord with the contract, the fact that it was compelled by court 
order should not invalidate it. Thus, if the Oregon court had found 


1 Pound, The Progress of the Law, 1918-1919: Equity (1920) 33 Harv. L. Rev. 
a 420, 813, 929; Chafee, The Progress of the Law, 1919-1920: Equitable Relief 
a Against Torts (1921) 34 Harv. L. Rev. 388. In general, this limitation of the sub- 
: ject coincides with the arrangements of the second and third year courses in equity 
in the Harvard Law School. Frequent use has been made of the casebook now in 
the process of publication, CHAFEE AND Smmpson, Cases ON Equity (1934). 
2 See Conriict or Laws RESTATEMENT (Proposed Final Draft, 1931) § 237. In 
: i Andler v. Duke, [1932] Can. Sup. Ct. 734, this was carried to unusual lengths. 
, The court there held that an unobeyed decree of a California court ordering the 
4 defendants to reconvey Canadian lands obtained by fraud was not even res judicata 
7 on the issue of fraud. A preferable holding would seem to have been that the 
a decree was res judicata of the facts and of the duty of the defendant to reconvey. 
| Redwood Investment Co. v. Exley, 64 Cal. App. 455, 221 Pac. 973 (1924) ; Dunlap 


v. Byers, 110 Mich. 109, 67 N. W. 1067 (1896) ; Mallette v. Scheerer, 164 Wis. 415, 
160 N. W. 182 (1916), (1917) 30 Harv. L. Rev. 522, (1917) 26 Yate L. J. 311; cf. 


i Fall v. Eastin, 215 U. S. 1 (1909) ; see (1924) 24 Cor. L. Rev. 673. But cf. Bullock 
4 v. Bullock, 52 N. J. Eq. 561, 30 Atl. 676 (1894). For further references, see CHAFEE 
AND Srmpson, Cases ON Equity 129, n.1; Note (1927) 51 A. L. R. 1081. 


g 3 23 Pac.(2d) 550 (Ore. 1933). 
4 4 Ward v. Arredondo, 1 Hopk. Ch. 213 (N. Y. 1824). See Note (1905) 69 


L. R. A. 673, 676. 
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that the deeds should have been delivered, it would seem that the de- 
livery, having been valid, would have passed title, though the grantor’s 
right to dispute it would not have been determined until the Oregon 
decree. 

Where the court has personal jurisdiction, however, it can compel the 
defendant to execute conveyances of foreign land.® This principle seems 
to have been overlooked in the recent case of Getty v. Getty.® There 
a California court held demurrable for want of jurisdiction a bill alleging 
that South Dakota lands had been erroneously distributed under a will 
to persons within the jurisdiction of the court and asking for convey- 
ance of the property to the plaintiff.’ Though the case does not fall 
within the rule laid down by Chief Justice Marshall in Massie v. Watts,® 
the power to grant relief seems clear. Thus, in Pouliot v. West India 
Fruit Co.,° the Massachusetts court appointed a receiver of a domestic 
corporation the whole of whose property consisted of Cuban realty, and 
the decree ordered the corporation to execute a conveyance to the 
receiver..° And where the conveyance of foreign land was part of a 
usurious transaction, as in Hansen v. Duvall,' the court took jurisdic- 
tion of a suit to compel a reconveyance. 

That a court need not exercise jurisdiction which it possesses is 
reaffirmed by Beach v. Youngblood,’* in which the Iowa Supreme 
Court refused to foreclose by sale a mortgage on Minnesota land, since 
it was not shown that foreclosure in Minnesota would be unduly onerous. 
Although courts will foreclose a mortgage on foreign land when it is so 
connected to domestic realty that the property should be sold as a 
unit,’* the result reached by the Iowa decision is in accord with the 
authorities in refusing foreclosure where adequate relief may be had at 
the situs.1* 


5 Penn v. Lord Baltimore, 1 Ves. Sr. 444 (Ch. 1750); see Hansen v. Duvall, 
62 S. W.(2d) 732, 734 (Mo. 1933); CHAFEE AND Srupson, CAses on Equity 111. 

6 130 Cal. App. 519, 20 Pac.(zd) 82 (1933). 

7 The court went on and held that the complaint did not state a cause of 
action on the merits. 

8 6 Cranch 148, 158 (U. S. 1810): “. . . where the defendant . . . is liable to 
the plaintiff, either in consequence of a contract, or as trustee, or as the holder of 
a legal title acquired by any species of mala fides practised on the plaintiff, the prin- 
ciples of equity give a court jurisdiction wherever the person may be found... .” 

® 186 N. E. 52 (Mass. 1933). 

10 It has been argued that since by the civil law a conveyance is ineffective 
unless registered at the situs, and that since the court cannot decree such registry, 
it cannot through its jurisdiction over the owner exercise any control over the title 
of the land. See Beale, Equitable Interests in Foreign Property (1907) 20 Harv. L. 
Rev. 382, 392. But if the court orders a conveyance, it is highly probable that the 
grantee will register, and, if registration by the grantor is necessary, there is little 
reason why it may not be ordered. Cf. Kempson v. Kempson, 63 N. J. Eq. 783, 
52 Atl. 360 (1902). But cf. Winer v. Winer, 82 Va. 890 (1886). 

11 62 S. W.(2d) 732 (Mo. 1933). 12 215 Iowa 979, 247 N. W. 545 (1933). 

13 Muller v. Dows, 94 U. S. 444 (1876); Title Ins. Co. v. California Dev. Co., 
171 Cal. 173, 152 Pac. 542 (1915); Craft v. Indiana, D. & W. Ry., 166 IIl. 580, 
46 N. E. 1132 (1897); Union Trust Co. v. Olmsted, 102 N. Y. 729, 7 N. E. 822 
(1886) ; Mead v. Brockner, 82 App. Div. 480, 81 N. Y. Supp. 594 (1903) ; see Note 
(1926) 42 A. L. R. 470. But cf. Eaton & H. R. R. v. Hunt, 20 Ind. 457 (1863). 

14 Eaton v. McCall, 86 Me. 346, 29 Atl. 1103 (1894); Richard v. Boyd, 124 
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2. Restraining Foreign Proceedings 


4 A number of recent controversial problems have centered about juris- 
7 diction ** to enjoin foreign proceedings on the ground of forum non con- 
veniens. The normal situation finds a resident suing abroad on a do- 
mestic insurance policy*® or for personal injuries incurred at the 
domicil.‘7 In one case,'* an expressed intention by the litigant to 
coerce the defendant into settlement by the prospect of harassment was 
influential in persuading the court to grant injunctive relief. Generally, 
however, objective factors of hardship weigh more heavily than malice.” 
a The difficulty, expense, and inconvenience of sending witnesses and 
q records abroad, the resultant burdening of interstate commerce where 
| such witnesses were employees of a defendant railroad, the necessity of 
a substituting unsatisfactory depositions for the oral testimony of un- 
available witnesses, and the inability of a foreign court to take a view of 

q the premises have been grounds successfully advanced in recent cases 
4 involving petitions for injunctive relief.2° In the absence of considera- 
q tions of this type, precedence in time usually determines whether a court 
q in which suit has been brought will enjoin concurrent litigation on the 
q same cause.** A determination of temporal priorities involving formal, 
| and rather unconvincing distinctions between the legal processes of 
q different states, appears in a recent New Jersey opinion.”? Bills in equity 
) were filed in New Jersey by insurers to cancel for fraud various policies 
on the life of a New Jersey decedent, and almost simultaneously the 
a beneficiaries commenced suits on the policies in New York, some of the 
; insurers being served with process before, and others after, the filing 


ig Mich. 396, 83 N. W. 106 (1900) ; Gibson v. Burgess, 82 Va. 650 (1886); cf. Ham- 
a mond v. Wall, 51 Utah 464, 171 Pac. 148 (1918); Paget v. Ede, L. R. 18 Eq. 118 
{ (1874) ; see CHAFEE AND Srmpson, Cases oN Equity 152. 

15 In the absence of personal jurisdiction over a defendant, a restraint against 
action abroad is a nullity. See Syracuse Trust Co. v. Keller, 165 Atl. 327, 330-31 
(Del. Super. Ct. 1932). Compare Guaranty Trust Co. of N. Y. v. Fentress, 61 
F.(2d) 329 (C. C. A. 7th, 1932), (1932) 46 Harv. L. Rev. 327, (1933) 7 TuLane L. 
REv. 294, (1932) 42 YALE L. J. 273, 276, holding that Illinois was without jurisdic- 
tion to enjoin the sale of stock in Illinois corporations by New York pledgees not 
subject to personal service in Illinois. But compare Stevens v. Television, Inc., 111 
N. J. Eq. 306, 162 Atl. 248 (1932), in which the court seems to intimate that an 
injunction, to restrain persons outside the state from making fraudulent sales of 
stock therein may issue without personal jurisdiction. 

16 F.g., Bankers’ Life Co. v. Loring, 250 N. W. 8 (Iowa 1933). 

17 Kern v. Cleveland, C., C. & St. L. Ry., 185 N. E. 446 (Ind. 1933); New 
Orleans & N. E. R. R. v. Bernich, 178 La. 153, 150 So. 860 (1933). 

18 Bankers’ Life Co. v. Loring, 250 N. W. 8 (Iowa 1933). 

19 See Note (1922) 22 Cor. L. REv. 360, 362. 

20 Kern v. Cleveland, C., C. & St. L. Ry., 185 N. E. 446 (Ind. 1933) ; Bankers’ 
Life Co. v. Loring, 250 N. W. 8 (Iowa 1933); see Note (1932) 31 Micu. L. Rev. 
88, 98-99. 

21 E.g., Home Ins. Co. v. Howell, 24 N. J. Eq. 238 (1873); see Note (1913) 26 
Harv. L. Rev. 347, 348-49. 

22 Prudential Ins. Co. of Am. v. Merritt-Chapman & Scott Corp., 112 N. J. 
Eq. 179, 163 Atl. 894 (1932), (1933) 81 U. or Pa. L. Rev. 878. 
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of the New Jersey bills. The New Jersey Court of Chancery held that 
it acquired “‘ possession of the controversy ” upon delivery of subpoena 
to the sheriff after filing of the bill, since the bill could not be with- 
drawn without consent of court, but that, under New York procedure, 
suit did not come into possession of the court until the note of issue was 
filed, or at least until the complaint was served. Having thus convinced 
itself that it had priority in time, it proceeded to fortify its grant of in- 
junctive relief by pointing out the superiority of the New Jersey remedy 
over the New York one. Thus, in New York the insurer would “ stand 
convicted before the jury ” before it had an opportunity to present its 
defense of fraud; in New Jersey the chancellor would determine the 
existence of fraud. Moreover, it was argued that in New York the 
insurer’s entire evidence of fraud would be excluded under a physician- 
patient privilege, while in New Jersey such testimony would be ad- 
missible. Differences in the jury systems ** and rules of evidence ** of 
sister states, however, are not generally recognized grounds for injunc- 
tive relief,?° and the decision in its final analysis would seem to depend 
upon the court’s formalistic determination of priority of the New Jersey 
suits. Satisfaction with the result, however, may be found in dissatis- 
faction with the psychology of jury trial and the exclusionary rule of 
evidence.”® 

A factor which may influence a court in granting an injunction under 
the doctrine of forum non conveniens is the likelihood of extraterritorial 
recognition of its decree.?7_ Missouri and Minnesota courts, which have 
maintained a policy of keeping open to foreign suitors, have persisted in 
refusing to give effect to domiciliary injunctions.** Two recent de- 
cisions, however, indicate that the limits to which these states will carry 
their respective “ open door ” policies are not the same. In Peterson v. 
Chicago, B. & Q. R. R.,?® the Minnesota court ordered the defendant to 


1934] 


23 Missouri-Kansas-Texas R. R. v. Ball, 126 Kan. 745, 271 Pac. 313 (1928); 
Chicago, M. & St. P. Ry. v. McGinley, 175 Wis. 565, 185 N. W. 218 (1921); cf. 
Cable v. United States Life Ins. Co., 191 U. S. 288 (1903). But cf. New York 
Life Ins. Co. v. Seymour, 45 F.(2d) 47 (C. C. A. 6th, 1930), (1931) 79 U. or Pa. 
L. REv. 814. 

24 Edgell v. Clarke, 19 App. Div. 199, 45 N. Y. Supp. 979 (1897) ; Webster v. 
Columbian Nat. Life Ins. Co., 131 App. Div. 837, 116 N. Y. Supp. 404 (1909), aff'd, 
196 N. Y. 523, 89 N. E. 1114 (1909). But cf. Weaver v. Alabama Great Southern 


_R.R., 200 Ala. 432, 76 So. 364 (1917). 


25 “Jt cannot be said that plaintiff (in equity) ...may ... claim a legal 
interest in the procedure . . . of his domicil.” See Pound, supra note 1, at 427. 

26 See 5 WicmMorE, EvmeEnceE (2d ed. 1923) § 2380. It has been suggested that 
if the evidentiary rule of the sister state totally deprives a defendant of an other- 
= valid defense, an injunction should be forthcoming. See (1933) 81 U. or Pa. 

Rev. 878. 

27 Cf. New Orleans & N. E. R. R. v. Bernich, 178 La. 153, 150 So. 860 (1933). 
But see Note (1932) 31 Micu. L. Rev. 88, 100. 

28 Doyle v. Northern Pac. Ry., 55 F.(2d) 708 (D. Minn. 1932), (1933) 46 Harv. 
L. Rev. 521; Lindsey v. Wabash Ry., 61 S. W.(2d) 369 (Mo. App. 1933) ; cf. Note 
(1933) 31 Micu. L. Rev. 963. 

29 187 Minn. 228, 244 N. W. 823 (1932), (1933) 31 Micu. L. REv. 963, 968-69. 
Accord: Chicago, M. & St. P. Ry. v. Schendel, 292 Fed. 326 (C. C. A. 8th, 1923). 
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have vacated an Iowa injunction which he had obtained, under penalty 
of being defaulted in the Minnesota law suit. The Missouri court,*° 
on the other hand, although refusing to recognize an Indiana injunction 
as a ground for staying the Missouri suit, held that it had no jurisdiction 
to enjoin the defendant from instituting contempt proceedings in In- 
diana. It would seem that the court had jurisdiction, but exercised a 
sound discretion in refusing an injunction which would likely result in a 
jurisdictional stalemate. A subsequent attempt to circumvent the In- 
diana injunction by having a Missouri administratrix appointed to 
institute a new suit in Missouri was frustrated when the Indiana court 
enjoined Indiana witnesses from giving depositions for use in Missouri.** 


3. Contempt 


The right of a court to hold strangers to a decree in contempt for its 
violation is not clearly defined,*? although there is considerable authority 
in the federal courts to hold only those who, knowing of the decree, 
cause or aid the injunction-defendant to contravene it.** This view 
finds reapplication in Hoover Co. v. Exchange Vacuum Cleaner Co.** 
The president of a corporation, which was enjoined from infringing the 
plaintiff’s patent, was held not in contempt for personally disregarding 
the order after he had resigned his office.**> Despite a dissenting opinion 
relying on the federal rule, the decision of the court in Geller v. Flamount 
Realty Co.** does not seem opposed to it in result. An ex parte order 
directing a corporation “ and/or its officers ” ** to turn over certain se- 
curities to a receiver was served upon both the president and the treas- 
urer; when the securities were not delivered, the officers were fined for 


8¢ State ex rel. New York, C. & St. L. R. R. v. Nortoni, 55 S. W.(2d) 272 
(Mo. 1933), (1933) 46 Harv. L. REv. 1030, (1933) 1 Cur. L. Rev. 146. 

31 New York, C. & St. L. R. R. v. Perdiue, 187 N. E. 349 (Ind. App. 1933), 
(1934) 47 Harv. L. Rev. 710. Compare Kern v. Cleveland, C., C. & St. L. Ry., 
185 N. E. 446 (Ind. 1933), another recent case in which the technique of enjoining 
witnesses was employed. 

82 See Note (1933) 46 Harv. L. Rev. 1311, 1314; (1933) 17 Munn. L. Rev. 
447; Note (1921) 15 A. L. R. 386. 

83 Alemite Mfg. Co. v. Staff, 42 F.(2d) 832 (C. C. A. 2d, 1930); Harvey v. 
Bettis, 35 F.(2d) 349 (C. C. A. oth, 1929); Dadirrian v. Gullian, 79 Fed. 784 


(C. C. D. N. J. 1897); cf. Garrigan v. United States, 163 Fed. 16 (C. C. A. 7th, . 


1908), cert. denied, 214 U.S. 514 (1909). A sound reason for thus limiting liability 
is that in contempt proceedings the propriety of the decree is not open to attack. 

84 7 F. Supp. 997 (S. D. N. Y. 1932). 

85 Accord: Alemite Mfg. Co. v. Staff, 42 F.(2d) 832 (C. C. A. 2d, 1930); 
Harvey v. Bettis, 35 F.(2d) 349 (C. C. A. goth, 1929). Both of these cases are 
almost identical with the principal case. Cf. 1 Joyce, InyuNctIons (1909) § 2758. 

36 260 N. Y. 346, 183 N. E. 520 (1932), (1933) 19 VA. L. REv. 642. 

87 The dissenting judge maintained that these words added nothing to the 
efficacy of the decree, since the court could not get jurisdiction over persons to 
bind them by the decree without making them parties to the suit. See Lehman, J., 
dissenting, id. at 352, 183 N. E. at 522; Note (1933) 46 Harv. L. REv. 1311, 1315, 
n.31. This may be true, but when such words appear in the decree the courts 
have seemed to rely upon them in enforcing the decree against those within the 
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contempt. Though the decision seems rested upon the more precise 
rule that the violation of an injunction by a corporation renders the 
officers responsible liable for contempt,** nevertheless the federal view 
of liability would seem to reach the same result. As chief executive 
officers, their failure to act may be said to have caused the corporation’s 
violation of the order. 

In Denny v. State,®® the Indiana Supreme Court held that in an action 
for criminal contempt a denial under oath was a complete defense, and 
that while the affiant might be punished for perjury he could not be 
punished for contempt. In Clark v. United States *° the Supreme Court 
definitely held that a mere denial under oath was not a defense to an 
action for criminal contempt in a federal court. If the Indiana rule is 
followed it means merely that justice is delayed, and time and energy 
wasted in punishing for perjury rather than contempt. 


4. Interpleader 


Save in one instance, the disposition of recent interpleader proceed- 
ings has not involved the solution of difficult problems. One case ** 
refused an executor the right to interplead the legatees and a stranger 
who claimed an adverse interest in the estate. Clearly a reasonably 
diligent defense of the estate obviates the possibility of double recovery 
against the executor, and in view of his duty in that regard he cannot 
satisfy the requirement of interpleader that the applicant be a disin- 


terested stakeholder.*? Of greater complexity, however, are the ques- 
tions presented to the federal courts in a recent proceeding. Where an 
insurer has interpleaded the insured and one of the latter’s creditors 
who has garnished the debt in another jurisdiction, the creditor has been 


class named. Compare Silvers v. Traverse, 82 Iowa 52, 47 N. W. 888 (1891), with 
Buhlman v. Humphrey, 86 Iowa 597, 53 N. W. 318 (1892). See 1 Joyce, InjuNc- 
TIONS § 256b; 2 Hicu, InyuNcTIons (1905) §14151. This point was not argued 
in the briefs of counsel. 

38 Sum v. Independent Retail Fruit Merchants’ Ass’n, 144 Misc. 684, 258 N. Y. 
Supp. 609 (1932); Scranton v. Peoples Coal Co., 274 Pa. 63, 117 Atl. 673 (1922). 

39 203 Ind. 682, 182 N. E. 313 (1932), (1933) 31 Micn. L. Rev. 1161. 

40 289 U. S. 1 (1933). Mr. Justice Cardozo said: “It has taken its place with 
ordeal and wager of law and trial by battle among the dimly remembered curios 
of outworn modes of trial.” See id. at 19. 

41 Phillips v. Kelly, 176 Ga. 111, 167 S. E. 281 (1932). 

42 See MacLENNAN, INTERPLEADER (1901) 64; 4 Pomeroy, Equity JuRIsPRU- 
DENCE (4th ed. 1919) § 1469; cf. Chase v. Ladd, 155 Mass. 417, 29 N. E. 637 (1892). 
Another prerequisite to relief is that the applicant be prompt to invoke the protection 
of the courts. In deciding that a bill is too late when filed after entry of judgment 
by one of the two known claimants, Louisiana adopts, in a case of first impression, 
the view generally accepted elsewhere. American Surety Co. v. Brim, 175 La. 959, 
144 So. 727 (1932). Accord: Siate v. United States Fid. & Guar. Co., 107 Ohio 
St. 9, 140 N. E. 657-(1923), (1924) 37 Harv. L. Rev. 388; DeZouche v. Garrison, 
140 Pa. 430, 21 Atl. 450 (1891) ; see MACLENNAN, INTERPLEADER 32. But cf. New 
York v. Cody, 44 Misc. 270, 89 N. Y. Supp. 886 (1904), (1905) 18 Harv. L. Rev. 315 
(prior decree of equitable execution); Lozier’s Ex’rs v. Van Saun’s Adm’rs, 3 
N. J. Eq. 325 (1835). 
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held to prevail over the insured even though no judgment had been re- 
covered against the applicant garnishee in the garnishment proceed- 
ings.** Armour Fertilizer Works v. Sanders ** reaches the same result 
even though the garnished debt would have been exempt by the law of 
the forum. After the destruction of the property, the insurers, Con- 
necticut corporations, were garnished in Illinois by an Illinois creditor 
of the insured. Under the law of Texas, the domicil of the insured and 
the situs of the destroyed buildings, such property constituted a home- 
stead, and the proceeds of fire insurance thereon were exempt from 
execution. Upon receiving notice from the insured that he would hold 
them to the terms of the policy regardless of the outcome of the Illinois 
litigation, and before judgment had been entered against them there, 
the insurers filed a bill of interpleader in a federal court in Texas and 
were awarded injunctions against the independent suits.** The money 
was then ordered paid to the Illinois creditor by the district court and 
the decision was affirmed on appeal. The majority were of the opinion 
that a garnishment lien was created in Illinois, which could be traced into 
the fund in the hands of the Texas court, and there must be given full 
faith and credit. Judge Hutcheson, dissenting, denied that the Illinois 
court had jurisdiction to create such a lien upon the debt, and declared 
that the award ordered by the majority too clearly contravened Texas 
policy to be supported. 

Although the Illinois garnishment suit was cut short before judgment 
against the garnishees, the majority invoked the doctrine of Harris v. 
Balk *° that, after entry, such a judgment is entitled to full faith and 
credit.*7 This approach is warranted by the reasoning in that de- 
cision.** The Supreme Court was not, however, called upon to decide 
that a vested lien, which must be recognized, is created at the com- 
mencement of a garnishment suit where the debtor alone is present. The 
physical presence of a debtor within the state does not always confer 
jurisdiction over a debt, as appears from cases involving the validity of 
state taxation.*® More closely allied to the problem of the Armour case 


43 National Fire Ins. Co. v. Chambers, 53 N. J. Eq. 468, 32 Atl. 663 (1895). 

44 63 F.(2d) go2 (C. C. A. 5th, 1933), (1933) 33 Cov. L. Rev. 1062, aff’d, U.S. 
Sup. Ct., April 30, 1934. 

45 The lower court’s prior refusal to grant such injunctions was reversed and re- 
manded by the circuit court of appeals. National Fire Ins. Co. v. Sanders, 38 
F.(2d) 212 (C. C. A. 5th, 1930). For a discussion of the propriety of this holding, 
see Chafee, Interpleader in the United States Courts (1932) 41 Yate L. J. 1134, 
1169. 

46 198 U.S. 215 (1905). 

47 Cf. Chicago, R. I. & P. Ry. v. Sturm, 174 U. S. 710 (1899); Louisville & 
N. R. R. v. Deer, 200 U. S. 176 (1906). This doctrine has been severely criticized. 
See Beale, Jurisdiction in Rem to Compel Payment of Debt (1913) 27 Harv. L. 
Rev. 107, 119. But see Carpenter, Jurisdiction over Debts (1918) 31 Harv. L. 
REV. 905, 910 et seq. 

48 See 198 U. S. at 223. Accord: Embree v. Hanna, 5 Johns. ror (N. Y. 1809) 
semble. But cf. Becker v. Illinois Cent. R. R., 250 Ill. 40, 95 N. E. 42 (1911); 
Douglass v. Phenix Ins. Co., 138 N. Y. 209, 33 N. E. 938 (1893). 

49 Baldwin v. Missouri, 281 U. S. 586 (1930); Farmers Loan & Trust Co. v. 
Minnesota, 280 U. S. 204 (1930) ; State Tax on Foreign-Held Bonds, 15 Wall. 300 
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is the doctrine that a state has no jurisdiction in rem to resolve at the 
suit of the debtor conflicting claims to a chose in action as against a 
claimant over whom it has no personal jurisdiction.” 

But even if no lien were created in Illinois which must be recognized 
elsewhere, awarding the fund to the insured, in accord with the dissent, 
would have entailed a deference to local Texas policy rather inconsistent 
with the purposes of the diversity jurisdiction of the federal courts. 
Had not the exigencies of the stakeholders’ dilemma required that an 
end be put to the Illinois suit, the local creditor presumably would have 
secured the payment of what was due,*! and the insured could not there- 
after have recovered on the policy.*? To permit the stakeholders’ choice 
of forum in protecting their own interests to affect so substantially the 
rights of the respective claimants inter se would seem unwarranted.” 


SPECIFIC PERFORMANCE 
1. Affirmative Contracts 


Insolvency. Although insolvency has perhaps never been both ex- 
pressly and actually made the sole basis for the granting of equitable 
relief,°* it has often been considered as an important determinative ele- 
ment therein.®> The search by the equity courts for additional reasons 
to support their jurisdiction is well illustrated in a recent Iowa decision, 
where the tenant in a stock-share farm lease was enjoined from selling 
a part of the jointly owned produce in violation of his covenant.*® The 


(U.S. 1872). A state may, however, provide for statutory escheat of deposits in 
banks within its borders irrespective of the presence of the depositor. Security 
Sav. Bank v. California, 263 U. S. 282 (1923). 

50 New York Life Ins. Co. v. Dunlevy, 241 U.S. 518 (1916). 

51 The Armour Fertilizer Company had already secured judgment against 
Sanders in the garnishment suit. Cf. National Fire Ins. Co. v. Chambers, 53 
N. J. Eq. 468, 32 Atl. 663 (1895). 

52 Harris v. Balk, 198 U.S. 215 (1905). 

53 Otherwise the effect of the remedy of interpleader extends beyond its primary 
purpose, the protection of the stakeholder. See MACLENNAN, INTERPLEADER 2. 

54 See Note (1934) 82 U. or Pa. L. Rev. 515, 517. In Clark v. Flint, 22 Pick. 
231 (Mass. 1839), the court granted relief, basing its decision upon the defendant’s 
insolvency, but other grounds for jurisdiction actually existed. Dicta to the effect 
that insolvency alone is sufficient are found in a few cases. See Petrolia Mfg. Co. 
v. Jenkins, 29 App. Div. 403, 408, 51 N. Y. Supp. 1028, 1031 (1898). But see 
Masser v. London Operating Co., 106 Fla. 474, 482, 145 So. 79, 82 (1932). In the 
opinion of some writers, insolvency should be sufficient. See Clark, Some Problems 
in Specific Performance (1917) 31 Harv. L. Rev. 271, 276; cf. Moreland, Insolvency 
of the Defendant as a Basis of Equity Jurisdiction in Tort Cases (1933) 22 
Ky. L. J. 1, 10. This view has been strongly criticized, however. See Pound, supra 
note 1, at 429. 

55 Ridenbaugh v. Thayer, 10 Idaho 662, 80 Pac. 229 (1905); Parker v. Garri- 
son, 61 Ill. 250 (1871); see Horack, Insolvency and Specific Performance (1918) 
31 Harv. L. Rev. 702. However, a number of courts have refused to recognize 
insolvency as a factor even entering into consideration. McLaughlin v. Piatti, 
27 Cal. 451 (1865) ; Hendry v. Whidden, 48 Fla. 268, 37 So. 571 (1904). 

56 Rhoads v. Myers, 245 N. W. 707 (Iowa 1932). 
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court found, besides insolvency of the defendant, a fiduciary relation- 
ship.** However, such a status would seem to arise more clearly from 
this agreement than from situations in which a trust element was found 
in earlier cases.** It is to be noted, also, that in this case a preference 
would not arise from the mere preservation of the status quo.°® The 
importance of this factor is indicated by National Bank of Ky. v. Louis- 
ville Trust Co.,°° in which the vendor in an executory contract for the 
sale of a bank building unsuccessfully sought to have his claim for 
breach of contract by the defendant reduced to a lien and given prefer- 
ence. The court recognized that the remedy approximated specific per- 
formance of a contract to buy land, but declared the interests of the 
defendant’s creditors were to be weighed against those of the plaintiff. 
Aside from the privilege of a receiver to reject the executory contracts 
of an insolvent, the strong policy against granting a preference as 
against the depositors and other creditors of the bank would seem to 
justify the decision. 

Installment Contracts. The operative effect of the installment feature 
in a contract still seems to be open to some conjecture. It is doubtful 
whether in any recent case specific performance has been granted only 
because of the difficulty in ascertaining future damages,® and in at least 
one case where the prayer for relief was grounded solely on such an ele- 
ment the remedy was refused.** However, in a number of analogous 
cases specific performance of agreements to buy and sell electricity and 
gas has been granted.®° Although difficulty in the assessment of dam- 


57 Cf. Krohn v. Williamson, 62 Fed. 869, 877 (C. C. D. Ky. 1894). 

58 Livesley v. Heise, 45 Ore. 148, 76 Pac. 952 (1904); Livesley v. Johnston, 45 
Ore. 30, 76 Pac. 946 (1904). 

59 Clark, supra note 54, at 276, qualifies his advocation of insolvency as a 
jurisdictional factor by the condition that the rights of other creditors should not 
be infringed thereby. 

60 67 F.(2d) 97 (C. C. A. 6th, 1933). 

61 Even in such a case, relief will not be granted when to do so would cause 
injury to others equally entitled to protection. Horack, supra note 55, at 720. 
In Rockhill Tennis Club v. Volker, 331 Mo. 947, 56 S. W.(2d) 9 (1932), (1933) 
47 Harv. L. Rev. 141, specific performance of a contract for the sale of land was 
refused on the alternative ground that the conveyance would interfere with the 
aesthetic interests of the city. Cf. Sampson v. Cottongim, 249 Ky. 670, 61 
S. W.(2d) 309 (1933). 

62 See CrarK, RECEIVERS (2d ed. 1929) 574; Note (1931) 31 Cor. L. REv. 297. 
The complainant might have a right to recover damages, but this would be a gen- 
eral claim and not a lien on the assets. See Central Trust Co. v. East Tenn. Land 
Co., 79 Fed. 19, 20-21 (C. C. E. D. Tenn. 1897). 

68 It is doubtful whether this feature has been sufficient in itself in any Ameri- 
can case to persuade a court to exercise jurisdiction. See Note (1932) 31 Micn. 
L. Rev. 260. But where other grounds of jurisdiction have coexisted, the in- 
stallment element has been accorded varying weight. Cf. St. Regis Paper Co. v. 
Santa Clara Lumber Co., 173 N. Y. 149, 65 N. E. 967 (1903); Stuart v. Pennis, 
g1 Va. 688, 22 S. E. 509 (1895). 

64 Blue Ribbon Creamery v. Monk, 147 So. 329 (Miss. 1933). The great 
weight of authority is in accord. E.g., Phillips v. Catts, 206 Ala. 594, 91 So. 579 
(1921) ; Stern Co. v. Friedman, 218 Mich. 258, 187 N. W. 281 (1922). 

65 Hinkel Dry Goods Co. v. Wichison Industrial Gas Co., 64 F.(2d) 881 (C.C. A. 
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ages is usually stated as the ground for relief, where the suit is brought 
by the vendee it seems that the unique chattel doctrine could also sup- 
port the decisions. Utility corporations are very likely to have a 
monopoly in such businesses, so that in many instances the consumer 
could not be supplied from any other source.®* Where suit is filed by 
the producer this element is not so clearly discernible, and equitable 
relief would seem to depend almost entirely on the difficulty of fixing 
future damages. In one of these cases,*’ however, where the complain- 
ant was engaged in the business of piping gas to a limited class of con- 
sumers, and the commodity was not readily salable in the open market, 
this latter fact was expressly recognized as a ground of jurisdiction. In 
Blue Ribbon Creamery v. Monk,® specific performance of a contract 
to buy milk for five years at rates to be determined with reference to the 
existing retail price from time to time was refused the vendor on the 
ground that continuous supervision would be involved.® But it appears 
that future disputes could have been determined with relative ease, and 
with the likelihood of frequent and unpredictable price variations ap- 
parent from the past history of the controversy, the inadequacy of the 
complainant’s legal remedy should have been peculiarly obvious to the 
court. The continued application of antiquated theories of incon- 
venience to any case wherein relief would involve a certain amount of 
supervision, at the expense of injustice to the individual petitioner, is 
unfortunate. 

Contracts to Lend Money. In Spoolan Realty Corp. v. Haebler 
the defendant had sold land to the complainant, the agreement providing 
for an advance by the seller to the purchaser after the construction by 
the latter of a building on the property sold. Specific performance was 
granted, the court saying that the contract was more than an ordinary 
undertaking to make a loan, not enforceable in equity,’ but was part 
and parcel of a contract for the sale of land. Reliance was placed upon 
St. Regis Paper Co. v. Santa Clara Lumber Co.,** where similar language 
was used,”* but it is to be noted that in this latter case the basic con- 


1oth, 1933); Manatee County Growers’ Ass’n v. Florida P. & L. Co., 152 So. 181 
(Fla. 1934) ; Central P. & L. Co. v. Purvis, 67 S. W.(2d) 1086 (Tex. Civ. App. 1934). 
But cf. Fairbanks, Morse & Co. v. Texas Elec. Service Co., 63 F.(2d) 702 (C. C. A. 
sth, 1933). 

66 Cf, Eastern Rolling Mill Co. v. Michlovitz, 157 Md. 51, 145 Atl. 378 (1929) ; 
Curtice Bros. Co. v. Catts, 72 N. J. Eq. 831, 66 Atl. 935 (1907). 

67 Hinkel Dry Goods Co. v. Wichison Industrial Gas Co., 64 F.(2d) 881 (C. C. A. 
toth, 1933). 

68 147 So. 329 (Miss. 1933). 

69 Accord, when suit is brought by the vendee: Manchester Dairy System v. 
Hayward, 82 N. H. 193, 132 Atl. 12 (1926). But cf. Elephant Butte Alfalfa Ass’n 
v. Rouault, 33 N. M. 136, 262 Pac. 185 (1926). 

70 262 N. Y. Supp. 197 (Sup. Ct. 1931). 

71 Leach v. Fuller, 65 Colo. 68, 173 Pac. 427 (1918); see South African Terri- 
tories, Ltd. v. Wallington, [1898] A. C. 309, 318. 

72 173 N. Y. 149, 65 N. E. 967 (1903). 

73 Jd. at 157, 65 N. E. at 969. 
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sideration was the inadequacy of the legal remedy due to the installment 
nature of the contract.** Of course, it may have been that in the present 
case the advance to be made was considerably larger than the complain- 
ant would have been able to obtain elsewhere, or, in other words, that 
his security was inadequate, but if such were the case enforcement would 
be open to the objection that the court could not have assured the de- 
fendant that he would be repaid when the loan fell due.”® In a sub- 
stantially similar situation in a recent West Virginia case “° specific per- 
formance was denied, but the fact that the contract was still executory 
may be a possible ground for distinction. 

Contracts Involving Continuous Performance. In New York Cen- 
tral R. R. v. Bucyrus," the court refused a mandatory injunction to re- 
quire the defendant railroad to maintain and operate its shops per- 
manently in the petitioning city in accordance with its agreement.” 
The city had transferred land and the proceeds of a bond issue to the 
railroad as an inducement to locate there when the agreement was con- 
summated in 1880, providing in the deed that, in the event of a breach, 
the property would revert to the grantor. Three principal objections 
to enforcement were advanced by the court: the issuance of such an 
order would force the defendant to continue to operate its shops at an 
admitted loss, to the public detriment; the provision in the deed for 
reversion in case of breach constituted an adequate remedy; the diffi- 
culties of judicial supervision would constitute too great a burden. The 
first objection is supported by Seaboard Air Line Ry. v. Atlantic, B. & 
C. R. R.,*° but in the present case, particularly, it hardly seems ade- 
quate. The losses involved would not only have no direct effect on the 
public, but the necessity for an increase in rates would be highly remote 
and problematical.*° Indeed, a less artificial and more immediate pub- 
lic interest would seem to lie in the continuance of the shops as a source 
of livelihood for the citizens of the city. The second objection seems 
even more untenable; the provision for reversion was clearly only a 
security device,** and any additional damages at law could only be of 


74 See note 63, supra. 

75 See Pound, supra note 1, at 432. See also p. 1198, infra. 

76 Gideon v. Putnam Dev. Co., 167 S. E. 140 (W. Va. 1932). 

77 126 Ohio St. 558, 186 N. E. 450 (1933), (1933) 19 Iowa L. Rev. 125. 

78 But cf. Neuces Valley Townsite Co. v. San Antonio, U. & G. R. R., 67 
S. W.(2d) 215 (Tex. 1933). Specific performance of an agreement to maintain 
shops was granted in this case, but the element of financial loss in continued main- 
tenance at the location in question apparently did not appear, and the court was 
aided by a statute providing for continued performance of such agreements. 

79 35 F.(2d) 609 (C. C. A. 5th, 1929), (1930) 28 Micu. L. REv. 937. 

80 In earlier cases, on similar facts, two conclusions as to the public interest 
involved seem to have been reached. Specific performance was granted in City of 
Tyler v. St. Louis S. W. Ry., 99 Tex. 491, 91 S. W. 1 (1906), and refused in Texas 
& Pac. Ry. v. City of Marshall, 136 U. S. 393 (1890). The element of financial 
loss was not present in these cases. 

81 Where a lease is defeasible for a breach of covenant, the contract has been 
held still enforceable. Stees v. Kranz, 32 Minn. 313, 20 N. W. 241 (1884); Edison 
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the most speculative nature. The difficulty of supervision apparently 

was the controlling factor, though earlier cases involving railroads had . 
not found this obstacle insuperable.** Where the hardship on the court ; 
from such supervision is not as great, however, as was the case in Tonini i 
v. Ericcsen,** specific relief is more easily obtainable. In this case, a ; 
mandatory injunction was granted requiring performance of the defend- 
ant’s contract to open and maintain permanently a ditch carrying a 
creek through his land to tidewater so that it would not back up and 
overflow the complainant’s property.** Adequate ascertainment of dam- 
ages at law was impossible, and the burden on the court in supervising 
the performance of an act entailing no skill was slight. 


2. Negative Contracts 


Contracts of Exclusive Agency. The desire of gasoline manufacturing 
and distributing companies to obtain exclusive outlets for their products r 
at privately owned filling stations has raised unusual problems of specific 4 
performance.** The agreements with the owners take a variety of forms, rt 
apparently in an endeavor to avoid contracts not specifically enforce- 4 
able because of personal service or “ restraint of trade” aspects.*® In 
some cases, the station is leased to the producer, the lease containing an ; 


agreement that the premises shall be used to sell only the lessee’s j 
products, and by a contemporaneous contract the owner-lessor agrees : 
to operate the station as agent.*’ In others the lease may be effected } 
but the lessor is merely a licensee-operator.** In a third type there } 


is no lease but merely a tying agreement.*® Perhaps the most recent 
decision on the problem is Standard Oil Co. v. O’Hare,*° involving 


Ill. Co. v. Eastern Pa. Power Co., 253 Pa. 457, 98 Atl. 652 (1916). The same 
reasoning would seem applicable in the case of a grant. 

82 Union Pac. Ry. v. Chicago, R. I. & Pac. Ry., 163 U.S. 564 (1896) ; Prospect 
Park & Coney Island R. R. v. Coney Island & Brook. R. R., 144 N. Y. 152, 39 
N. E. 17 (1894). 3 

83 21 Pac.(2d) 566 (Cal. 1933). ; i 

84 Even without the contractual obligation, an injunction might have been f 
granted on the ground that the remedy at law would be inadequate in the case of i 
a continuing trespass. Cf. Dilling v. Murray, 6 Ind. 324 (1855); see McCormick, 
Damages for Anticipated Injury to Land (1924) 37 Harv. L. Rev. 574, 578; (1927) ¢ 
3 Inn. L. J. 242. i 

85 ~ Shell Petroleum Corp. v. Ford, 255 Mich. 105, 237 N. W. 378, 83 A. L. R. 
1413 (1931). 

86 It seems fairly well settled that these contracts are not in restraint of trade. % 
See Kates, CONTRACTS AND COMBINATIONS IN RESTRAINT OF TRADE (1918) §§ 26-30. } 
A more stringent rule appears to prevail in Texas, though its applicability to this 
type of contract may be open to some doubt. See (1930) 8 Tex. L. REv. 583. 

87 General Petroleum Co. v. Loughead, 24 Pac.(2d) 457 (Cal. 1933); National 
Refining Co. v. Cox, 57 S. W.(2d) 778 (Mo. 1933). 

88 Associated Oil Co. v. Myers, 217 Cal. 297, 18 Pac.(2d) 668 (1933). 

89 White Star Refining Co. v. Hansen, 251 Mich. 224, 231 N. W. 577 (1930), 
(1931) 29 Micn. L. Rev. 517; Atlantic Refining Co. v. Kelly, 107 N. J. Eq. 27, 151 é 
Atl. 600 (1930) ; Atlantic Refining Co. v. Dudek, 163 Atl. 477 (R. I. 1932), (1933) i 
13 B. U. L. REv. 308. 90 252 N. W. 398 (Neb. 1934). 
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the lease-agency arrangement. The lease was for five years, at an = 
annual rental of $500, the lessor agreeing to erect the station, pay , : 
all taxes, license fees, and expenses of general upkeep. By the terms | 
of the agency agreement the lessor was to handle the complainant’s a 
products exclusively, receiving a commission of three cents per gallon. oe 
After entering into performance the lessor repudiated both the lease ot 
and the employment contract. An injunction restraining him from a 
trespassing or obstructing the plaintiff's operations on the premises ” 
was refused, the court concluding that both writings must be construed oe 
as either an offer for a single contract which was not binding because of 4 
the failure of the plaintiff to communicate acceptance of the agency ~ 
agreement, or else that the transaction was “so grossly inequitable and 1m 
unconscionable as to amount to constructive fraud. . . .”® In most ot 
of the other cases the agreements have been considered severable, so , 
that the termination of the employment agreement has been held not to ” 
affect the lease,®? to protect which an injunction has generally been A 
granted.** Indeed, it would seem that an injunction could be granted “ 
to enforce the express or implied promise in the agency contract, not to | 
sell the products of another, without coming into conflict with any of * 
the considerations involved in the refusal to enforce ordinary contracts 
of personal services.°* Where the agreement has been in the form of a - 
mere tying contract, this has been done,®* and it appears that the pur- 7 
Ww 
91 Jd. at 400. Two judges dissented. tk 
92 General Petroleum Co. v. Loughead, 24 Pac.(2d) 457 (Cal. 1933) ; National S 
Refining Co. v. Cox, 57 S. W.(2d) 778 (Mo. 1933). However, it has been said that 
under certain circumstances suspicion may be aroused that the real purpose of the Cl 
agreement is not to create the ordinary landlord and tenant relationship. See Lee re 
v. Pearson, 143 So. 516, 519 (La. App. 1932). It would seem that this “ suspicion ” 
should arise in a great many of these cases, and, if so, the real intent of both parties 
should be given effect. _ 
93 Shell Petroleum Corp. v. Ford, 225 Mich. 105, 237 N. W. 378 (1931); Na- a 
tional Refining Co. v. Cox, 57 S. W.(2d) 778 (Mo. 1933). In jurisdictions in 5 
which the lessee could recover the premises at law by forcible entry or detainer, 
the legal remedy would seem adequate. General Petroleum Co. v. Loughead, 71 
Cal. App. 965, 16 Pac.(2d) 687 (1932), rev’d, 24 Pac.(2d) 457 (Cal. 1933); cf. 
Clements v. Murphy, 54 S. W.(2d) 1047 (Tex. Civ. App. 1932). It has been held v 
in similar cases that such legal remedies will lie even though the lessee has never 4 
been in actual possession. Johnson Oil Refining Co. v. Gillam, 256 Ill. App. 531 j 
(1930). Contra: Roxana Petroleum Co. v. Smith, 24 S. W.(2d) 652 (Mo. App. 3 
1930). However, as in many of these cases the request for an injunction asks that ( 


the defendant be restrained from selling any other person’s products from the 
premises, it is apparent that such a restraining order is more desirable to the lessee, 
since the defendant may thereby be influenced to distribute the complainant’s 
products again, rather than see his station operated by another. 

94 Cf. Caldwell & T. Corp. v. Nieberhelman, 39 Ohio App. 136, 177 N. E. 42 - 
(1930)., But cf. General Petroleum Corp. v. Beanblossom, 47 F.(2d) 826 (C. C. A. 
gth, 1931) ; General Petroleum Corp. v. Loughead, 71 Cal. App. 965, 16 Pac.(2d) 
687 (1932), rev’d, 24 Pac.(2d) 457 (Cal. 1933). There is language in most of the 
cases that such relief could not be granted, but in only a few has the issue been 
squarely raised. 

%5 Atlantic Refining Co. v. Kelly, 107 N. J. Eq. 27, 151 Atl. 600 (1930) ; cf. 
Feigenspan v. Nizolek, 71 N. J. Eq. 382, 65 Atl. 703 (1906). Where the operating 
agreement is in the form of a mere license to use the premises for that purpose, 


( 
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poses and the fundamental relationships in both cases are in substance 
identical. 

A more weighty objection to the enforcement in equity of the owner’s 
promises would seem to be a lack of mutuality of obligation.°* In al- 
most none of the contracts do the companies agree to supply or sell 
gasoline *’ and, since the rent or compensation payable to the owner is 
ordinarily based on the gallonage sold, he could, in most cases, be de- 
prived of his property without the assurance of any return.*® Some 
courts have made vague references to implying an agreement on the part 
of the producer to supply products,®® but one court expressly refused 
to do so and held the contract void for lack of mutuality.’ At least, the 
decree furnishing the complainant relief should be conditioned upon a 
reasonable performance by him. 

Contracts Not to Compete. In Stanley-Fabian Corp. v. H. J. The- 
atrical Enterprise Co.,!°' a recent New Jersey decision, the defendant 
purchased a theater building in Newark, the deed containing a restric- 
tion that the property was not to be used for motion pictures as long as 
the vendor was interested in any “ place of amusement ” in the state 
north of and including Trenton. An injunction to restrain violation of 
the covenant was refused on the grounds that the contract was uncertain 
as to the meaning of “ place of amusement ” and was unreasonable as 
to the scope and duration of the restriction. In a recent Rhode Island 
case,!°? however, a seven-year restrictive covenant extending over the 
whole of New England was held to be reasonable as an incident to 
the sale of a wholesale cleaning business. Although the contract in the 
Stanley-Fabian Corp. case presented more difficult questions, the de- 
cision seems to represent an illiberal attitude in the granting of equitable 
remedies. 

A similar approach is evident in the treatment of employees’ cove- 


as in Associated Oil Co. v. Myers, 217 Cal. 297, 18 Pac. ow 668 (1933), there 
seems no reason why such an injunction should not be granted 

96 Cf. p. 1198, infra. 

97 But see National Refining Co. v. Cox, 57 S. W.(2d) 778 (Mo. 1933). 

98 In Associated Oil Co. v. Myers, 217 Cal. 297, 18 Pac.(2d) 668 (1933), there 
was a guarantee of $10 per month. In Shell Petroleum Co. v. Ford, 255 Mich. 105, 
237 N. W. 378 (1931), provision was made for a specified flat rental of $1500 per 
year. In such a case, where the guaranteed rental more nearly approximates the 
actual rental value of the property, the “lack of mutuality ” argument would, of 
course, have no force. 

99 See Associated Oil Co. v. Myers, 217 Cal. 297, 302, 18 Pac.(2d) 668, 670 
(1933); National Refining Co. v. Cox, 57 S. W.(2d) 778, 781 (Mo. 1933); cf. 
Feigenspan v. Nizolek, 71 N. J. Eq. 382, 393, 65 Atl. 703, 707 (1906). 

100 Atlantic Refining Co. v. Dudek, 163 Atl. 477 (R. I. 1932). 

101 113 N. J. Eq. 5, 169 Atl. 291 (1933). 

102 North Shore Dye House v. Rosenfield, 166 Atl. 346 (R. I. 1933). Cf. Ed- 
wards v. Mullin, U. S. L. Week, April 24, 1934, at 723 (Cal. 1934). An agreement 
on dissolution of a tourist agency partnership to divide the state in half for the 
purposes of conducting business was held unlawful under statutory prohibition, 
but the court said that it would “strain... . to save it in part” and enforce so 
much of the agreement as was permissible under the legislation. The covenant 
was not expressly divisible. 
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nants not to compete, quite probably due to the economic stress of recent 
years. Reasons heretofore unresorted to have been used to give the 
employee free rein in his search for remunerative occupation.1°%* Smith 
Baking Co. v. Behrens '** is an excellent example. The defendant had 
sold his bakery route and truck to the complainant for $300, agreeing 
to sell over the route as an employee of the vendee. A covenant not to 
compete on this route for five years after the cessation of the employ- 
ment was made and broken. An injunction was refused, the court lay- 
ing unusual emphasis on the hardship it would cause under the present 
economic conditions *°° and the fact that the complainant was not bound 
to employ the defendant for any specified period.1°* In other cases, 
however, the latter element has not been considered a ground for refus- 
ing specific performance.’ Furthermore, enjoining competition over a 
single route would hardly seem a severe hardship, particularly when 
the contract in question involved the sale of good will of the route. 
But in Bond Elec. Corp. v. Keller,°® where a two-year contract not to 
compete was made a few weeks after the employment terminated, for a 
consideration of $3000, the court held the restriction in restraint of trade 
and void since not ancillary to a sale or employment. Although tech- 
nically in accord with recognized principles,'*° it would hardly seem that 
public policy should militate so strongly in favor of an individual who 
voluntarily accepts $1500 a year for agreeing to a slight limitation on 
his activity. A more liberal view was shown in a recent English de- 
cision." The former employee had signed a covenant not to compete 
for five years or solicit either the customers or those in the habit of 
dealing with the complainant. The court declared such agreements 
prima facie void, but held the restriction so necessary for the protection 
of the employer as to deserve equitable assistance.‘ Yet the defendant, 


103 See Note (1928) 41 Harv. L. Rev. 782. Enforcement has been refused in a 
number of cases unless the defendant has been about to reveal confidential informa- 
tion or interfere wrongfully with the complainant’s business. Cf. Super Maid 
Cook-Ware Corp. v. Hamil, 50 F.(2d) 830 (C. C. A. 5th, 1931); Clark Paper & 
Mfg. Co. v. Stenacher, 236 N. Y. 312, 140 N. E. 708 (1923); Attwood v. Lamont, 
[1920] 3 K. B. 571. But cf. Bausch & Lomb Optical Co. v. Wahlgren, 1 F. Supp. 
799 (N. D. Ill. 1932). 104 251 N. W. 826 (Neb. 1933). 

105 Cf, Unity Coat & Apron Co. v. Battist, 148 Misc. 411, 264 N. Y. Supp. 801 
(1933) ; Milwaukee Linen Supply Co. v. Ring, 210 Wis. 467, 246 N. W. 567 (1933), 
(1933) 17 Marquette L. Rev. 230. 

106 Cf, McCluer v. Super Maid Cook-Ware Corp., 62 F.(2d) 426 (C. C. A. roth, 
1932), (1933) 46 Harv. L. Rev. 1171, 1191. 

107 Clark v. Pinkerton, 169 Atl. 413 (Pa. 1933); Wisconsin Ice & Coal Co. v. 
Lueth, 250 N. W. 819 (Wis. 1933). 

108 See Mason v. Provident Clothing & Supply Co., [1913] A. C. 724, 738; 
Note (1928) 41 Harv. L. Rev. 782, 784. But see Eureka Laundry Co. v. Long, 
146 Wis. 205, 208-09, 131 N. W. 412, 413 (1911). 

109 166 Atl. 341 (N. J. Eq. 1933). 

110 See 3 WitListon, Contracts §§ 1641, 1643; Carpenter, Validity of Contracts 
Not to Compete (1928) 76 U. or Pa. L. REv. 244, 253. But see (1933) 47 Harv. 
L. REv. 140. 111 Gilford Motor Co., Ltd. v. Horne, [1933] 1 Ch. 935. 

112 Compare Unity Coat & Apron Co. v. Battist, 148 Misc. 411, 264 N. Y. 
Supp. 801 (1933), in which the court said that restraint for five years was sufficient 
reason for forbidding an injunction in a case involving an employee’s covenant. 
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formerly the managing director of the complainant, does not seem to 
have been in a position to obtain peculiar influence over the employer’s 
customers, particularly the incidental cash customers who would seem 
to be covered by the phrase “ those in the habit of dealing ”. 


3. Equitable Servitudes 


Indications that the doctrine of v. Moxhay has completely 
emerged from the pioneer stage to take its place as settled law abound 
in the adjudications of the past year and a half. Whether equitable 
servitudes are to be supported upon the basis of contract, or as prop- 
erty interests, or as preventing unjust enrichment is no longer dis- 
cussed.‘ The courts have been concerned, rather, with determining 
the intent of the originating parties as to their extent and duration. 
Decision of each case upon its particular facts is the rule, rather than 
the use of analogy from prior holdings. . 

Counsel have frequently urged the existence of a general building 
scheme as indicating an intent that the servitude was to “ run with the 
land ” where the creating instrument contained no express declaration. 
Thus, a general understanding in the community, resulting from adver- 
tisements of the realty company developing the land, was held, in 
Greer v. Bornstein,’ to establish a design to benefit all future holders. 
While complete uniformity of restrictions upon the component lots is 
not essential to the validity of a building scheme,""* yet in one case such 
uniformity was thought sufficient to establish a purpose to create a per- 
manent development.'*? In two, varying covenants were considered as 
indicating that the common grantor had exacted wh:.‘ restraints he could 
merely to protect the neighborhood until all his lots could be sold."** 

Robey v. Plain City Theatre Co." is interesting in that one of the 
grounds assigned by Allen, J., for upholding the defendant’s agreement 


113 2 Phillips 774 (1848) ; see CHAFEE AND Srmpson, CAsEs ON Equity 704. 

114 But cf. Robey v. Plain City Theatre Co., 126 Ohio St. 473, 478, 186 N. E. 
1,3 (1933). See also Osius v. Barton, 147 So. 862, 868 (Fla. 1933), where the court 
set forth the several theories but indicated that nothing turned on which was 
adopted. As to the attitude of the courts in previous years, see Pound, supra note 
1, at 813 et seg.; Ames, Specific Performance For and Against Strangers to the 
Contract (1904) 17 Harv. L. Rev. 174, 181; CLARK, COVENANTS AND INTERESTS 
“ RUNNING WITH THE LAND” (1928) 148 et seg.; CHAFEE AND Smmpson, CASES ON 
Equity 711. 

115 246 Ky. 286, 54 S. W.(2d) 927 (1932) (injunction against billboard in 
residential section; uniform restrictions in each deed out of the common grantor, 
but no stipulation that the benefits should run with the land). ° 

116 See Osius v. Barton, 147 So. 862, 866 (Fla. 1933). 

117 Duesberg v. Haight, 260 N. Y. Supp. 858 (Sup. Ct. 1932). 

118 In Bennett v. Haerlin, 164 Atl. 461 (N. J. Eq. 1933), some of the cove- 
nants forbade the erection of private garages and others did not. In Pulitzer v. 
Campbell, 146 Misc. 700, 705, 262 N. Y. Supp. 743, 747 (1933), the original grantor 
had dedicated some of the land to residential uses, selling the rest free of restriction. 

119 726 Ohio St. 473, 478, 186 N. E. 1, 3 (1933), (1933) 47 Harv. L. Rev. 140, 
(1933) 42 Micu. L. Rev. 423. Both periodicals discuss the case in its relation to 
the law of restraint of trade. 
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not to use his theater in competition with the plaintiff’s was that the 
contract, in effect, conveyed a property interest in the land,'*° although 
there was no other relation between the parties, nor any corresponding 
burden upon the plaintiff’s realty. 

Perhaps the most interesting problems have arisen in connection with 
landowners’ attempts to avoid servitudes because of changes in the 
character of the neighborhood. That business may have encroached 
on all sides of the development is not fatal.‘** Nor does the necessity 
of financial sacrifices to maintain such restrictions cause equity to nullify 
them; 7°? it must be proved that the whole residential scheme has broken 
down.'** The Florida court in Osius v. Barton '** held that no person 
could impose a restriction intended to outlive its practical usefulness. 
Since changed conditions prevented attainment of the purposes of the 
servitude then under consideration, the court declared it dead for all 
time.’*® Refusing to nullify building restrictions because of changed 
conditions, the Connecticut court indicated that, in an action to quiet 
title, it must further be shown that the neighborhood had changed be- 
yond possibility of a revival of its former character.'*° Recognition of 
the possibility of a return to older conditions is unrealistic and leaves 
the door open to uncertainty and nuisance litigation. 

The plaintiff in the Massachusetts case of Jenney v. Hynes,'*" having 
purchased the only unrestricted lot in a “ residential ” area, relied upon 
covenants binding the remaining lots to insure a monopoly in operating 
a filling station. He was given an injunction against a competitor al- 
though it appeared from the master’s report that the “ general resi- 
dential scheme ” had been broken into by the release of the restriction 
upon several of the lots,’** and that the defendant’s lot was wholly 
unsuited to residential purposes. Thus, the plaintiff was allowed to 
secure a commercial monopoly through the use of a defunct residential 
scheme, although in Norcross v. James '*° the same court has held that 
this could not be done by direct covenant. 


120 The court cited Dick v. Sears-Roebuck & Co., 115 Conn. 122, 160 Atl. 432 
(1932), upholding a covenant not to use land for the sale of furniture in competition 
with the plaintiff, but there the covenant was subsidiary to a sale of the land, the 
grantor suing his grantee’s tenant. In Bond Elec. Corp. v. Keller, 166 Atl. 341 
(N. J. Eq. 1933), an independent personal covenant not to compete was refused 
enforcement. Cf. Developments in the Law — Unfair Competition: 1932 (1933) 
46 Harv. L. Rev. 1171, 1188. 

121 Bickell v. Moraio, 167 Atl. 722 (Conn. 1933); Greer v. Bornstein, 246 Ky. 
286, 291, 54 S. W.(2d) 927, 930 (1932) (injunction against billboards granted, 
though land was proximate to highway where outdoor advertising was common). 

122 Bickell v. Moraio, 167 Atl. 722 (Conn. 1933); Jenney v. Hynes, 282 Mass. 
182, 184 N. E. 444 (1933). 

128 Qsius v. Barton, 147 So. 862 (Fla. 1933); cf. Foster v. Stewart, 25 Pac.(2d) 
497 (Cal. App. 1933). 

124 147 So. 862 (Fla. 1933). 125 Cf. Pound, supra note 1, at 821. 

126 Bickell v. Moraio, 167 Atl. 722, 725-26 (Conn. 1933). 

127 282 Mass. 182, 184 N. E. 444 (1933). 

128 Cf, Foster v. Stewart, 25 Pac.(2d) 497 (Cal. App. 1933) (enforcement re- 
fused because covenants did not embrace all lots in the district). 

129 140 Mass. 188, 2 N. E. 946 (1885). 
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4. Equitable Conversion 


A refreshing departure from a conceptualistic dogma of equitable con- 
version is Riddle v. Brooks ‘°° holding, contrary to authority,'*' that a 
specific devise is not adeemed by a contract to sell the land made subse- 
quent to the execution of the will.'*? The view generally taken would 
seem to mark an unnecessary sacrifice of legitimate principles of con- 
struction."** 

Two interesting cases involve wrongful transfers by the vendor of the 
property under contract. In Kinch v. Fluke,'** the vendor mortgaged 
property to one with constructive notice of the interest of the vendee in 
possession. The court held that the recording of the mortgage did not 
constitute notice to the vendee of the mortgagee’s right to the balance 
due on the purchase price.*** Apt analogies were drawn to the assign- 
ment of a mortgage,'*® and to the docketing of a judgment against a 
vendor, in which situations the mortgagor 1°” and vendee ‘** respectively 
have no duty to search the record before making payment. In Timko 
v. Useful Homes Corp.,'*® in which the vendor sold the property to a 
bona fide purchaser at an advanced price, the original vendee was per- 
mitted to claim the proceeds of the second sale,’*° even though the 
vendor had reacquired and offered to convey the property. The court in- 
dicated that the vendee might not have been given the election between 
remedies if the vendor had shown mistake or inadvertence. 

A number of recent cases illustrate the divergent rules as to whether 
risk of loss after making of the contract falls upon the equitable ‘** or 
legal +4 owner. The California court,’** however, has seemingly com- 


130 169 Atl. 512 (N. J. Eq. 1933). 
181 Mayer v. Gowland, 2 Dick. 563 (1779) ; see 2 JARMAN, WILLS (7th ed. 1930) 
711; 5 Pomeroy, Equity JURISPRUDENCE § 2271. 

132 Accord: Re Church, [1923] 1 D. L. R. (N.s.) 203 (Alb.), (1923) 23 Cot. 
L. Rev. 398; cf. Estate of Lefebvre, 100 Wis. 192, 75 N. W. 971 (1898). But cf. 
Coles v. Feeney, 52 N. J. Eq. 493, 29 Atl. 172 (1894). 

133 The result of the principal case is often attained by statute. E.g., N. Y. 
Dec. Est. Law (1930) § 39. 

134 311 Pa. 405, 166 Atl. 905 (1933). 

135 Accord: Young v. Guy, 87 N. Y. 457 (1882); Jaeger v. Hardy, 48 Ohio St. 
335, 27 N. E. 863 (1891) ; see CHAFEE AND Stmpson, CASES ON EQuity 688, n.4. 

136 Cf, 5 Pomeroy, Equity JURISPRUDENCE § 2277. 

137 Foster v. Carson, 159 Pa. 477, 28 Atl. 356 (1894). 

138 See 1 BLACK, JUDGMENTS (2d ed. 1902) § 438; 2 FREEMAN, JUDGMENTS (5th 
ed. 1925) § 966. 

139 768 Atl. 824 (N. J. Eq. 1933). 

140 Cf, Taylor v. Kelly, 3 Jones Eq. 240 (N. C. 1857). 

141 See 2 WrxListon, ConTRACTS § 928. In Salvatore v. Fuscellaro, 166 Atl. 26 
(R. I. 1933), land was condemned before the time for performance, and it was 
held that the purchaser might reach the proceeds of the condemnation, which ex- 
ceeded the purchase price. : 

142 Gillis v. Bonelli-Adams Co., 187 N. E. 535 (Mass. 1933) (condemnation) ; 
on Sav. & Loan Ass’n v. Convey, 27 Pac.(2d) 136 (Wash. 1933) (collapse of 
uilding) . 

143 Kelly v. Smith, 24 Pac.(2d) 471 (Cal. 1933). But cf. Lubarsky v. Richard- 
son, 21 Pac.(2d) 557 (Cal. 1933). 
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mitted itself to the little followed view that loss falls upon the person 
in possession,'** drawing upon the analogy of a recently enacted con- 
ditional sales statute.’*° A sane application of equity technique to a 
situation in which the parties had provided for loss by a fire insurance 
policy payable to each as his interest should appear was made by the 
Iowa court in Hatch v. Commerce Ins. Co.1**° Since the purchase price 
was not due when the fire occurred, the court refused to award the in- 
surance proceeds to the vendor and thus accelerate payment, but did 
protect his security **” by appointing a trustee to receive the proceeds 
and rebuild the house.'** 


5. Marketable Title 


Three interesting cases illustrate the effect that zoning restrictions 
may have upon marketability of title. One, a New Zealand decision,1*° 
held such a restriction to be an incumbrance- precluding specific per- 
formance. Cases in this country have held that the vendee is presumed 
to contract with reference to the existing law.*° But in Kend v. Herbert 
Finance Co.*** the ordinance, which rezoned the land as residential prop- 
erty, was enacted subsequent to the making of the contract, so that the 
doctrine of constructive notice could not apply. However, the court de- 
cided that the risk of intervening legislation fell upon the purchaser, the 
equitable owner, and therefore denied his prayer for rescission. But 
it was indicated that, since the parties had contemplated that the 
land would be used for business purposes, the court might have refused 
specific performance against the purchaser, in view of the unexpected 
hardship upon him.*** In Moyer v. De Vincentis Const. Co.1** a house 


144 See 2 WILLISTON, CONTRACTS § 927 et seq., particularly §§ 939, 940, and 942; 
cf. Appleton Elec. Co. v. Rogers, 200 Wis. 331, 228 N. W. 505 (1930), (1931) 29 
L. REv. 487, 489-91. 

145 Car. Civ. Cope (Deering, 1931) § 1742. But cf. Pound, supra note 1, at 
826, n.68. 

146 249 N. W. 164 (Iowa 1933), (1933) 19 Iowa L. REv. 129. 

147 Compare Beckmann v. Beckmann, 58 S. W.(2d) 490 (Mo. App. 1933), 
in which the vendee was enjoined from removing turf from the property where it 
appeared that the vendor’s margin of security was slight. Cf. 5 Pomeroy, Equity 
JURISPRUDENCE § 2280. 

148 Cf. Gordon v. Ware Sav. Bank, 115 Mass. 588 (1874). But cf. Dysart v. 
Colonial Fire Underwriters, 142 Wash. 601, 254 Pac. 240 (1927). 

149 Manukau Beach Estates, Ltd. v. Wathew, [1932] N. Z. L. R. 146, (1933) 
46 Harv. L. REv. 862. 

150 Lincoln Trust Co. v. Williams Bldg. Corp., 229 N. Y. 313, 128 N. E. 209 
(1920) ; see Millman v. Swan, 141 Va. 312, 323, 127 S. E. 166, 169 (1925). Com- 
pare Normandy Beach Properties Corp. v. Adams, 145 So. 870 (Fla. 1933), in 
which the court held the vendee chargeable with notice of a statutory reservation 
of mineral rights to the state, and of federal reservation of navigation and com- 
merce rights in submerged land. 

151 210 Wis. 239, 246 N. W. 311 (1933). 

152 Accord: Anderson v. Steinway & Sons, 178 App. Div. 507, 165 N. Y. Supp. 
608 (1917), aff'd, 221 N. Y. 639, 117 N. E. 575 (1917); cf. 5 Pomeroy, Equity 
JURISPRUDENCE § 2220. 

158 164 Atl. 111 (Pa. Super. Ct. 1933). 


| 
0! 
| 
al 
te 
| 
tt 
Cc 
T 
t] 
| 
Cc 
0 
| I 
1 
I 
‘ 
I 
( 
| 


1934] DEVELOPMENTS IN THE LAW — EQUITY 1193 


on the land extended over the building line established by ordinance, 
exposing the owner to a daily fine. The court denied specific perform- 
ance, rightfully, it would seem, since the purchaser might well be held 
to take notice of existing law,1** yet not of existing violations thereof.’*° 


6. Specific Performance with Compensation 


Even though the vendor cannot completely fulfill his part of the con- 
tract, if he can render substantial performance, the purchaser may be 
compelled to perform and take compensation for the deficiency.**® 
Thus, in one recent case *°” a lien on the land for an amount less than 
the balance of the purchase price was held no bar to specific perform- 
ance,'®* even though the obligation which it secured was not payable 
when the deed was tendered.**® 

The purchaser is often permitted to get specific performance with 
compensation even where the vendor’s default is material.1°° However, 
where the vendor’s wife has refused to release her dower rights, many 
courts have denied specific relief because of the possibility of coercion 
of the wife or because of the conjectural nature of the compensation.’™ 
Substantial disrespect for the right of dower was displayed by the Rhode 
Island court in a case?“ in which, subsequent to the execution of the 
contract, the land was condemned for an amount exceeding the purchase 
price. In awarding the entire condemnation profits to the purchaser 


154 The court did not have to decide whether it would have adopted the doctrine 
of constructive notice, since the contract to convey clear title expressly excepted 
“ existing restrictions ”, interpreted to include the zoning ordinance. 

155 Similarly, substantial encroachments upon public streets are generally held 
to render title unmarketable. See McFarland v. Cobb, 64 S. W.(2d) 931, 933 (Mo. 
1933); Note (1929) 57 A.L. R. 1253, 1451. Compare 5 Pomeroy, Equity Juris- 
PRUDENCE § 2223: . equity will not compel an unwilling purchaser to accept a 
doubtful title which will expose him to the expense and hazard of litigation.” 

156 Kriel v. Cullison, 169 Atl. 203 (Md. 1933) (slight deficiency in acreage). 
And the purchaser will not be permitted to rescind the contract for such deficiency. 
Baughan v. Mortgage & Contract Co., 263 Mich. 249, 248 N. W. 611 (1933); cf. 
Capital Sav. & Loan Ass’n v. Convey, 27 Pac.(2d) 136 (Wash. 1933) (collapse of 
portion of building). See also 5 Pomeroy, Equity JURISPRUDENCE § 2254. 

157 Lomel Realty Corp. v. Chopin, 177 La. 474, 148 So. 683 (1933). 

158 Nor may the purchaser rescind the contract because of the existence of such 
alien. Swartz v. Crum, 167 Atl. 414 (Pa. Super. Ct. 1933). 

159 But cf. Clark, Equity § 121. 

160 See 5 Pomeroy, Equity JURISPRUDENCE § 2256; CLARK, Equity §122. In 
states which base the purchaser’s right to specific performance with compensation 
upon an estoppel theory, the purchaser who contracts with notice of existing in- 
cumbrances is refused such relief. Daugherty v. Reading, 260 Mich. 696, 245 N. W. 
550 (1932); Torelle v. Templeman, 21 Pac.(2d) 60 (Mont. 1933). But cf. Note 
(1912) 25 Harv. L. Rev. 731, 732. 

161 See CrarK, Equity § 124. If the purchaser is willing to pay the full price 
and accept title subiect to the dower interest, there is, of course, no objection to 
specific performance. Bolt v. Duell, 146 Misc. 204, 261 N. Y. Supp. 743 (1933). 
On the other hand, the vendor cannot compel the purchaser to take land encum- 
bered by a right of dower. Cf. Arnstein v. 141 Construction Corp., 237 App. Div. 
133, 261 N. Y. Supp. 58 (1932) (purchaser permitted to rescind). 

162 Salvatore v. Fuscellaro, 166 Atl. 26 (R. I. 1933). 
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without allowance for the wife’s dower interest, the court pointed out 
that an inchoate right of dower is, by the weight of authority,?® too 
uncertain to admit of any compensation in condemnation proceedings. 
Substantially, it would seem that the condemnation extinguished the 
wife’s dower so that no defect remained for which compensation was 
required. More considerate of dower interests is a recent West Virginia 
statute applicable to contracts of sale,’®* which provides for compelling 
release of inchoate dower by the wife in return for a sum representing 
its estimated present value. Since dower is not deemed a vested prop- 
erty right subject to constitutional protection and may even be destroyed 
by legislation,’®* the state court properly held the statute valid.'*° 


7. Plaintiff's Default 


Even if time is not of essence in a contract, specific performance 
should be refused a plaintiff not ready to perform at the time set,!®’ when 
to grant relief would cause hardship to the other party.'°* Droppers v. 
Hand *®° seems an extreme application of this principle. On the date 
fixed for performance the vendor had been unable to satisfy a mortgage 
on the property because of the temporary absence of the mortgagee. 
Because of the mortgage, the purchaser was unable to obtain a promised 
loan, although the vendor agreed to have the amount of the incumbrance 
held in escrow. The vendor secured a discharge of the lien the next day 
and offered to take back a mortgage to the full extent of the promised 
loan, but the purchaser refused to accept the title. The vendor then 
sued for specific performance, and the purchaser counterclaimed for the 
return of his deposit. The court dismissed the bill on the ground of 
hardship to the purchaser,’”° pointing out that the offer of a mortgage 
had not been expressly kept open. The argument is hardly convincing 
inasmuch as any decree could have been conditioned upon acceptance 


163 See 1 NicHots, EMINENT Domain (2d ed. 1917) 346. 

164 W. Va. Cope (Michie, 1932) § 4101. 

165 Cf, Ferry v. Spokane, P. & S. Ry., 258 U. S. 314 (1922); see Randall v. 
Kreiger, 23 Wall. 137, 148 (U. S. 1874). 

‘ bp Ruby v. Ruby, 112 W. Va. 62, 163 S. E. 717 (1932), (1933) 39 W. Va. 
. Q. 163. 

167 In Bowen v. Horgan, 259 N. Y. 267, 181 N. E. 567 (1932), (1932) 12 
B. U. L. Rev. 724, (1932) 42 YaLe L. J. 268, a petition for an order for resale to 
charge the defaulting vendee with any deficiency was held not to constitute a 
waiver of the vendee’s default, and the vendee’s assignee was denied specific per- 
formance against the vendor when the property subsequently increased in value. 
Three dissenting judges declared that the order for resale established the pur- 
chaser’s equitable title. 

168 Schmidt v. Reed, 132 N. Y. 108, 30 N. E. 373 (1892); see (1932) 27 ILL. 
L. REv. 558, 559. 

169 208 Wis. 681, 242 N. W. 483 (1932). 

170 But compare Strasbourger v. Hesu Realty Co., 198 App. Div. 805, 191 
N. Y. Supp. 133 (1921), where the court granted relief in a similar situation, al- 
though the vendor had not offered to take back a mortgage, because the purchaser 
ya = shown that it was impossible for him to get needed financial assistance 

where. 
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of the mortgage.'7! A more astonishing result, in view of the court’s 
decision that the vendor was in default, was a dismissal of the counter- 
claim for the amount paid on the ground that the default was not sub- 
stantial enough to justify rescission of the contract. The result is either 
to compel a new action at law for damages by the purchaser, or to cause 
a forfeiture of the amount paid, a result deprecated even where the pur- 
chaser is in default.**? 

But even if the purchaser repudiates the contract, a disposition of the 
property by the vendor, although involuntary, should prevent him from 
securing specific performance, as there is a practical certainty of no 
counter-performance, as illustrated by a recent Kentucky decision.’ 
An interesting variation of this problem was presented to the Circuit 
Court of Appeals for the Fourth Circuit in Suburban Improvement Co. 
v. Scott Lumber Co.,'"* where a purchaser who had contracted to buy 
certain lots in yearly installments wrote to the vendor that he considered 
the contract to be only an option. The vendor thereupon sold some of 
the lots in violation of the agreement, although the purchaser had not 
expressly repudiated. He then secured options for their repurchase and 
sued for specific performance. The court refused relief. If, as the court 
assumed, there was no anticipatory breach of the contract by the pur- 
chaser, the vendor brought himself within the rule that reacquisition of 
title is no ground for specific performance.’*® But even if the purchaser’s 
act were a repudiation, it would seem that the conveyance of part of the 
land should operate as an election on the part of the vendor not to 
request specific performance. 

In Mandeville & Thompson, Inc. v. Danciger Oil & Refining Co.,1** 
the vendor of an oil and gas lease was unable to present a marketable 
title on the day set for performance. The vendor wrote the purchaser 
that if the latter did not accept the title as it was, he would call the deal 
off. The purchaser replied that it stood ready to perform and would 
grant the vendor a reasonable time to perfect the title. Ten months 
later the title having been cleared, the purchaser sought specific per- 
formance. Meanwhile the value of the property had substantially in- 
creased. The court held that time was of the essence of the contract 
because of the nature of the property,'** and that on the vendor’s breach 
the purchaser should have at once elected either to take what title he 
could get, or to sue for damages, and that as he had failed to do so it 
would be unconscionable to permit him specifically to enforce the con- 
tract and obtain the advantage of the increase in value. Such necessity 


171 Cf. Wolf v. Lawrence, 276 Ill. 11, 114 N. E. 567 (1916); Skidmore v. 
Leavitt, 73 Okla. 196, 175 Pac. 503 (1918). 

172 See Pound, supra note 1, at 952; 2 WitListon, Contracts § 791; CLARK, 
Egurty §151. 173 Faulkner v. Denniston, 250 Ky. 373, 63 S. W.(2d) 286 (1933). 

174 67 F.(2d) 335 (C. C. A. 4th, 1933). 

175 See 2 WiLListon, Contracts § 878; cf. James v. Burchell, 82 N. Y. 108 
(1880). 176 62 F.(2d) 130 (C. C. A. 5th, 1932). 

177 Cf. Spurrier v. Hancock, 4 Ves. 667 (1799) (reversion); Macbryde v. 
Weekes, 22 Beav. 533 (1856) (mine) ; see CLARK, Equity § 152. 
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for prompt election by a non-defaulting vendee has the authority of at 
least one previous decision.*”® 

Although in general the harshness of forfeiture provisions has caused 
an extension of the scope of “ waiver ”’,'’® at least two decisions during 
the past year indicate a rather surprising severity on the part of the 
courts. In one case *®° the vendor had secured a decree cancelling a land 
contract and enforcing a right of forfeiture thereunder, but pending 
appeal demanded installments of payment from the purchaser in pos- 
session, which the latter paid. The decree was affirmed on appeal, and 
the purchaser began a new suit to vacate it on the ground that accept- 
ance of the payments waived the right to set aside the contract. A 
dismissal of the complaint was affirmed. In the other case *** the pur- 
chaser had assumed a mortgage on the land, and agreed to pay for the 
vendor’s equity in installments. The vendor began a statutory action 
to cancel the contract because of nonpayment of the mortgage, but ac- 
cepted a payment on his equity while the suit was pending. The court 
held that this did not constitute an election to give up the right to en- 
force the forfeiture. The decision in the latter case is hard to justify, 
but the purchaser’s failure in the former to raise the question in his first 
action might well be a bar to collateral attack. 

Laches. Apart from the field of specific performance the equitable 
doctrine of laches finds original application in two recent cases. After 
a final hearing on demurrer in 1903, the question of the extent of the 
liability of the State of Mississippi to the holders of levee bonds issued 
by its reconstruction legislature had awaited determination while the 
attorney-generals evaded a hearing on the merits. An interlocutory 
decree having finally been entered against the state, this senile litigation 
came before its supreme court **? for the fourth time in forty-five 
years.1** There was no doubt of the diligence of the bondholders’ at- 
torneys, but the court held that since the laches of the attorney-generals 
could not be imputed to the state, it must be imputed to the plaintiffs. 
Apart from the fact that the court itself raised the point for the first 
time on appeal,'** the decision can be commended only because of its 
ingenuity.*** 


178 Spurrier v. Hancock, 4 Ves. 667 (1799); see Fry, SpecIFIC PERFORMANCE 
(6th ed. 1921) § 1103. 

179 See Pound, supra note 1, at 932; cf. Tolmachoff v. Eshbaugh, 18 Pac.(2d) 
256 (Ariz. 1933); Boyd v. Chivers Co., 25 Pac.(2d) 878 (Cal. App. 1933) ; Strey 
v. Buehl, 265 Ill. App. 554 (1932) ; Schaffer v. Latta, 168 Atl. 41 (N. J. Eq. 1933). 

180 Manson v. Foltz, 170 Wash. 652, 17 Pac.(2d) 616 (1932). 

181 Swanson v. Miller, 248 N. W. 727 (Minn. 1933). 

182 State v. Woodruff, 150 So. 760 (Miss. 1933). 

183 Woodruff v. State, 66 Miss. 298, 6 So. 235 (1889), s.C., 77 Miss. 68, 25 So. 483 
(1899), S. C., 83 Miss. 111, 36 So. 79 (1903). The case has also been before the 
Supreme Court of the United States. Woodruff v. Mississippi, 162 U.S. 291 (1896). 

184 The power of the litigant himself to raise the question of laches on appeal 
is denied. Barrett v. Durbin, 106 Ark. 332, 153 S. W. 265 (1913); Henshaw v. 
State Bank, 239 Ill. 515, 88 N. E. 214 (1909) ; American Surety Co. v. Spice, 119 
Md. 1, 85 Atl. 1031 (1912). 185 See Note (1934) 43 YALE L. J. 831, 834. 
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Where equitable defenses may be interposed by way of plea in legal 
actions, the question of the availability of laches as a defense becomes 
relevant. In Banker v. Ford Motor Car Co.,** an action at law for 
patent infringement, the plaintiff was proved to have known of the al- 
leged infringement for over sixteen years, and the defendant successfully 
interposed a plea of laches and estoppel. The court declared that these 
were equitable defenses under its interpretation of the statute,'*’ inas- 
much as they would have been grounds for an injunction against the suit 
before the enactment. Estoppel is available as a defense at law, re- 
gardless of statute,1** but laches, in the absence of estoppel, is not a 
defense in an ordinary legal action.**® Whether laches alone is a ground 
for an injunction against legal proceedings is a debatable question.'®*° 
There is at least one decision that, under the same statute, mere laches 
is not a defense.*®* 


8. Hardship and Unfairness 


Recent decisions suggest an at least perceptible tendency to expand 
the “ balance of convenience ” theory, but the temporary character of 
the relief asked and the available device of conditional decrees in many 
instances, rendering strict resort to this doctrine unnecessary, com- 
plicates accurate estimation of the trend.1®* Thus, a stockholder owning 
only one-half per cent of the corporate stock was refused a temporary 
injunction to restrain the carrying out of a reorganization plan in Ontjes 
v. Bagley,!®* the equitable mandate being withheld on the condition that 
a bond to protect the petitioner’s interest would be deposited. Also, 
immediate foreclosure for failure to pay installments on the purchase of 
realty was denied in Peters v. Dorr,'®* but the refusal was conditioned 


186 3 F. Supp. 737 (W. D. Pa. 1933), (1933) 18 Munn. L. Rev. 82. 
187 38 Stat. 956 (1915), 28 U.S. C. § 398 (1926). 

188 Barnard v. German Am. Seminary, 49 Mich. 444, 13 N. W. 811 (1882); 
Dimond v. Manheim, 61 Minn. 178, 63 N. W. 495 (1895). 

189 Thorpe v. William Filene’s Sons Co., 40 F.(2d) 269 (D. Mass. 1930) ; Chil- 
ton v. Nickey, 261 Mo. 232, 169 S. W. 978 (1914). 

190 Contrast Clark v. Chase, 101 Me. 270, 64 Atl. 493 (1906), with Clark v. 
Clapp, 14 R. I. 248 (1883). 

191 Thorpe v. William Filene’s Sons Co., 40 F.(2d) 269 (D. Mass. 1930). 

192 Although there is some conflict of opinion as to the acceptance of this 
relative interests doctrine (see Pomeroy, SPECIFIC PERFORMANCE OF CONTRACTS 
(3d ed. 1926) § 177; (1931) 17 VA. L. Rev. 714), even in those jurisdictions reject- 
ing it as a general doctrine it is held properly applicable in the case of preliminary 
injunctions. Beidenkopf v. Des Moines Life Ins. Co., 160 Iowa 629, 142 N. W. 
434 (1913); Jones v. Lassiter, 169 N. C. 750, 86 S. E. 710 (1915); see 4 Pomeroy, 
Equity JURISPRUDENCE §§ 1685, 1692. Furthermore, such disaffirming courts have 
sometimes reached an analogous result by withholding immediate injunctions and 
by making the decrees conditional. Cf. Gulf Lines Ry. v. Golconda R. R., 290 
aa 384, 125 N. E. 357 (1919) ; Simmons v. Paterson, 60 N. J. Eq. 385, 45 Atl. 995 

1900). 
. 193 7 N. W. 17 (Iowa 1933). Cf. Earruso v. Montclair, 168 Atl. 398 (N. J. 
q- 1933). 

194 263 Mich. 318, 248 N. W. 635 (1933). But cf. Mackey v. Dobrucki, 166 

Atl. 393 (Conn. 1933). 
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on the vendee’s satisfaction of his defaulted obligations within a specified 
time. However, one recent case does seem to present clear expansion.'®® 
In few cases has the probability of consequent hardship to the public 
been sufficient in itself to evoke a denial to execute specifically a normally 
enforceable contract right,1®* and, indeed, the mere suggestion of such 
a result has been enough to evoke a storm of criticism,'®’ but Wheeler v. 
Standard Oil Co. of N. Y.‘°* appears to have been such a case and to 
have reached a thoroughly desirable result. The petitioner had leased 
property with an option to purchase, maintaining thereon a gasoline 
station. Relying on the unauthorized representations of the company’s 
agent, the school commissioners erected a $117,000 school building on the 
adjoining land. Soon after its completion the petitioner sought to enforce 
his option to purchase, but was successfully resisted by the commis- 
sioners on the ground that the continued maintenance of such a station 
on the property would cause irreparable damage to the school,’®® whereas 
it appeared that the complainant’s fixtures could be transferred with 
relative ease to a plot which it had acquired nearby.?° The sacred pre- 
dictability of judicial decision seems to have been well sacrificed in this 
instance.” 


9. Mutuality 


Although the doctrine which requires mutuality of remedy as a pre- 
requisite to specific performance still has some vitality,?°* it survives 
rather in judicial utterance than as a necessary basis for judicial decision. 
Thus, in Wilson v. Airline Coal Co.,?°* the promise of the defendant to 
pay union miners on a specified wage scale was without consideration, 
and it was superfluous for the court, in denying specific performance, to 


ye > aed v. Standard Oil Co. of N. Y., 237 App. Div. 765, 263 N. Y. Supp. 
272 (1933). 

196 See Driver v. Smith, 89 N. J. Eq. 339, 343-47, 104 Atl. 717, 719-20 (1918) ; 
Note (1922) 36 Harv. L. Rev. 211, 213. Certainly, other cogent factors have lurked 
behind the denial of relief in many of these decisions, such as the adequacy of the 
legal remedy and a reluctance to undertake onerous supervision. Cf. Texas & Pac. 
Ry. v. Marshall, 136 U. S. 393 (1890) ; Conger v. New York, West Shore & Buffalo 
R. R., 120 N. Y. 29, 23 N. E. 983 (1890). 

197 See Note (1922) 36 Harv. L. Rev. 211, 214-15; cf. Note (1913) 13 Cot. 
L. REv. 635. But see Note (1927) 37 YALE L. J. 96, 100. 

198 237 App. Div. 765, 263 N. Y. Supp. 272 (1933). 

199 Cf. Enkema v. McIntyre, 136 Minn. 293, 161 N. W. 587 (1917); National 
Cash Register Co. v. Remington Arms Co., 212 App. Div. 343, 209 N. Y. Supp. 40 
(1925); (1930) 7 N. Y. U. L. Q. REv. 988. 

200 In some cases, injunctions to protect legal rights of no considerable value 
at the expense of more important interests have been refused. Frost v. Los Angeles, 
181 Cal. 22, 183 Pac. 342 (1919); McCann v. Chasm Power Co., 211 N. Y. 301, 
105 N. E. 416 (1914). 

201 Cf. Smith v. Staso Milling Co., 18 F.(2d) 736 (C. C. A. 2d, 1927); Barker 
v. Mintz, 73 Colo. 262, 215 Pac. 534 (1923); McClintock, Discretion to Deny In- 
junction against Trespass and Nuisance (1928) 12 Munn. L. Rev. 565. 

202 Cf. Jacksonville Hotel Bldg. Corp. v. Dunlap Hotel Co., 350 Ill. 451, 183 
N. E. 397 (1932) ; Bowen v. Horgan, 259 N. Y. 267, 181 N. E. 567 (1932). 

203 246 N. W. 753 (Iowa 1933). 
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advance as an additional reason the inability of the defendant to com- 
pel the miners to work.”°* In Rath v. Degener *°° the defendant agreed 
to convey land to the plaintiffs if they would agree to move in and care 
for him until he died. If the defendant were compelled to convey im- 
mediately, he could not be assured that the plaintiffs would subsequently 
live with and care for him. “ Mutuality ” as thus applied to perform- 
ance rather than remedy is a doctrine founded upon sound policy,” 
yet the court, in denying relief, based its decision rather upon the lack of 
mutuality of remedy. 

This doctrine, where it still obtains, is largely riddled by exceptions.” 
Thus, in Jones v. Jones,?°* where the plaintiff had performed his unen- 
forceable promise to render legal services, the undertaking of the de- 
fendant to convey land was specifically enforced by the Missouri 
court.?°° Again, it is recognized that a party against whom-specific per- 
formance could not otherwise be obtained may, in many cases, by filing 
a bill for specific relief, subject himself to equity jurisdiction and thus 
make the remedy mutual.?*° In State Highway Comm. v. Golden,?™ 
however, the state was plaintiff, and could neither be sued without its 
permission nor compelled to perform the decree. Nevertheless, the court 
specifically enforced the defendant’s contract to convey land, and, in 
so doing, declared the situation an exception. The novel decision was 
justified on several grounds: the favored position accorded the state as 
suitor, the interest of the public, the presumption that the state will do 
equity and thus obviate the necessity of remedy against it. Since 
counter-performance was secured by a conditional decree, the case seems 
indubitably sound. In Weinberger v. Van Hessen,?'* the defendant 


204 See CLarkK, Equity § 173; cf. Farago v. Burke, 262 N. Y. 229, 186 N. E. 683 
(1933). But cf. Smith v. Tristam, 130 Cal. App. 750, 20 Pac.(2d) 770 (1933). 

205 352 Ill. 135, 185 N. E. 223 (1933). 

206 See Ames, Mutuality in Specific Performance (1903) 3 Cov. L. REv. 1, 12; 
Crark, Equity §181; 5 Pomeroy, Equiry JURISPRUDENCE § 2191. Denial of 
specific relief to infants is supportable on similar reasoning. Cf. Clark v. George, 
170 S. E. 713 (Va. 1933); see WALSH, Equity (1930) § 69; 3 Wittiston, Con- 
TRACTS § 1438. Cf. Reed v. Reed, 169 Atl. 798 (Md. 1934) (agreement to transfer 
stock in consideration of personal services to be rendered). 

207 See Ames, supra note 206, passim. 

208 63 S. W.(2d) 146 (Mo. 1933); cf. Ferrando v. Casella, 113 N. J. Eq. 119, 
165 Atl. 726 (1933); see 5 Pomeroy, Equity JURISPRUDENCE § 2193. 

209 A prior decision to the contrary, McCall v. Atchley, 256 Mo. 39, 164 S. W. 
593 (1914), was expressly overruled. Where the defendant has no need for an 
equitable remedy, certainly lack of one should not preclude specific relief against 
him. Thus, specific performance against an optionor is generally granted. Denby 
v. Dorman, 261 Mich. 500, 246 N. W. 206 (1933); cf. CLARK, Eeuiry §178; 5 
Pomeroy, Equity JURISPRUDENCE § 2195. But cf. Matthews v. Plymouth Com- 
munity Hotel Co., 251 N. W. 372 (Mich. 1933). 

210 See 5 Pomeroy, EQuity JURISPRUDENCE § 2192. Cf. Cartmell v. Nigro, 
165 Atl. 625, 626 (Del. Ch. 1933) (memorandum required by Statute of Frauds 
signed only by defendant). 

211 763 Atl. 551 (N. J. Eq. 1933), (1933) 17 Munn. L. Rev. 823. 

*12 260 N. Y. 294, 183 N. E. 429 (1932), (1933) 46 Harv. L. Rev. 724, (7933) 
i oes, L. Rev. 148, (1933) 17 Munn. L. Rev. 453, (1932) 10 N. Y. U. L. Q. 

EV. 254. 
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agreed that, if the infant plaintiffs mother would bring him from Hol- 
land to New York and let the defendant direct his education and religious 
training and enjoy his companionship, the defendant would support the 
plaintiff for life and direct his moral upbringing. After two years the 
defendant repudiated his obligation, and the plaintiff sought specific per- 
formance. The New York Court of Appeals held that the plaintiff, even 
if he had made no promise, assumed the duty to perform by seeking 
equitable relief, so that the remedy was made mutual. Such reasoning 
seems peculiarly inappropriate to an undertaking by an infant plain- 
tiff *** involving a close personal relationship. It was generally thought 
that New York had abandoned the doctrine of mutuality of remedy in 
favor of mutuality of performance in the case of Epstein v. Gluckin.*"* 
Yet even on the latter basis the decision seems dubious, for a conditional 
decree could only secure mutual piecemeal performances, while the con- 
tract probably contemplated an indivisible obligation on the plaintiff’s 
side. 


Speciric RELIEF AGAINST TorRTS 


1. General Principles: Doctrine of Comparative Injury 


Recent cases involving the question of injunctive relief against torts 
cognizable in equity reveal the same tendency toward the discretionary 
issuance of such injunctions as heretofore.*** Where the burden on the 


defendant would be great and the injury to the plaintiff is trivial, 
equitable relief will still be refused.*** But, except in proceedings 


218 See Flight v. Bolland, 4 Russ. 298, 301 (1828); Note (1926) 43 A. L. R. 
120, 127. 

214 233 N. Y. 490, 135 N. E. 861 (1922); see Note (1922) 8 Corn. L. Q. 6g. 
But cf. Bowen v. Horgan, 259 N. Y. 267, 181 N. E. 567 (1932), note 167, supra. 

215 Cf. Pound, The Decadence of Equity (1905) 5 Cot. L. REv. 20; Note (1922) 
36 Harv. L. Rev. 211, 213. 

216 Klaber v. Laheman, 64 F.(2d) 86 (C. C. A. 8th, 1933), (1933) 11 N. Y. U. 
L. Q. Rev. 109 (right to view) ; Blackfield v. Thomas Allec Corp., 128 Cal. App. 
348, 17 Pac.(2d) 165 (1932) (trespass causing trivial damage); Hasselbring v. 
Koepke, 263 Mich. 466, 248 N. W. 869 (1933), (1933) 32 Micu. L. Rev. 112 
(easement of light) ; cf. County Court of Mercer County v. Princeton Power Co., 
169 S. E. 450 (W. Va. 1933). To succeed, the plaintiff, according to a recent decision, 
must show an appreciable interference with the beneficial use of his property 
rather than a reduction in its value for speculative purposes. Van Cortlandt v. 
New York Cent. R. R., 238 App. Div. 132, 263 N. Y. Supp. 842 (1933). In 1891 
the defendant railroad had fastened down a drawbridge across the mouth of a 
theretofore navigable river of which the plaintiff was a riparian owner. This had 
been replaced by a permanent structure which caused the channel to fill up. At 
the time of suit the river, though never declared non-navigable, was only a foot 
and a half deep at mean low tide. The plaintiff’s land consisted of an old farm 
assessed for tax purposes at only $13,000, but evidence was introduced to show that 
an expenditure of $700,000 for dredging the stream would increase the value of the 
land for industrial purposes to almost $3,000,000. In view of the fact that the 
removal of the bridge would cost this amount, and, in addition, seriously incon- 
venience traffic on the railroad’s main line, the court refused the injunction, granting 
to the plaintiff, however, leave to apply for an injunction as soon as economic con- 
ditions justified the belief that the use of the river for navigation was imminent. 
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against defendants enjoying the right of eminent domain,?"’ injunctions 
continue to issue if the injury complained of is serious in itself even if 
the resultant burden on the defendant is much greater.?® Suits to re- 
strain continuing trespasses to land are usually a fortiori illustrations 
of this generalization. Weis v. Cox,?'* however, presents unusual cir- 
cumstances where relief was properly refused. The defendant, an ad- 
jacent landowner, had constructed a wall against the plaintiff’s building, 
permitting concrete to flow into and fill the interstices in the old wall 
so that both rigidly adhered for a space of twenty-one feet. The con- 
templated widening of a street required the plaintiff alone to move his 
building back some distance. To do so necessitated the destruction of 
either the plaintiff's or the defendant’s wall along the contiguous portion, 
at a cost of about $2000 if the former, or three times that amount if the 
latter. The court’s refusal to order the defendant to destroy his wall 
does not result in confiscation of the plaintiff’s property nor multiple 
actions at law, and therefore seems sound. The decision might have 
rested, however, on the ground that the plaintiff’s legal remedy was 
adequate, though this possibility was not considered. 


2. Nuisances 


Whether or not conduct interfering with the beneficial use of land 
amounts to a legal nuisance is frequently the most earnestly disputed 


question in equity abatement suits. Activities recently enjoined in- 
clude the maintenance in residential areas of ice-plants,?*° a semi-public 
garage," and a large kennel.”*? In areas removed from centers of popu- 
lation, a cement plant which injured nearby crops,?** and vats used for 
the storage of green hides,?** not far from a residence, have been simi- 


217 Smith v. Pacific Gas & Elec. Co., 23 Pac.(2d) 444 (Cal. App. 1933) (tres- 
pass); Los Angeles Athletic Club v. City of Long Beach, 128 Cal. App. 427, 17 
Pac.(2d) 1061 (1932); Molinoski v. McGrath, 186 N. E. 225 (Mass. 1933) (tres- 
pass). Cf. Galway v. Metropolitan Elev. Ry., 128 N. Y. 132, 28 N. E. 479 (1891). 

218 Clay County Ice Co. v. Littlefield, 63 S. W.(2d) 530 (Ark. 1933); Krebs 
v. Herman, 90 Colo. 61, 6 Pac.(2d) 907 (1931). Accord: Hennessy v. Carmony, 
50 N. J. Eq. 616, 25 Atl. 374 (1892). But cf. Richard’s Appeal, 57 Pa. 105 (1868). 
Otherwise the property rights of the plaintiff are stripped away by what has been 
described as private eminent domain. See Chafee, supra note 1, at 394. An added 
objection in jurisdictions which do not permit the recovery of anticipated damages 
to realty is the resultant multiplicity of actions. Cf. Uline v. New York C. & H. R. 
. R., 101 N. Y. 98, 4 N. E. 536 (1886); 3 Sepcwicx, Damaces (9th ed. 1912) 

947. 

219 185 N. E. 651 (Ind. 1933). 

220 Clay County Ice Co. v. Littlefield, 63 S. W.(2d) 530 (Ark. 1933); Southern 
Ice & Util. Co. v. Bryan, 58 S. W.(2d) 920 (Ark. 1933). 

221 Baker v. Moore, 311 Pa. 38, 166 Atl. 362 (1933). 

222 Krebs v. Hermann, 90 Colo. 61, 6 Pac.(2d) 907 (1931). Operation of a 
creamery under restrictions designed to minimize noise and smoke was permitted. 
O’Connor v. Jersey Creamery Co., 263 Mich. 86, 248 N. W. 557 (1933). Cf. Fried- 
man v. Keil, 113 N. J. Eq. 37, 166 Atl. 194 (1933) (bakery). 

223 North Am. Cement Corp. v. Price, 164 Atl. 545 (Md. 1933). 

224 Billeaudeau v. Jeansonne, 149 So. 183 (La. 1933). 
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larly condemned. A growing tendency in the law of nuisance to attach 
greater significance to psychological factors is illustrated by two recent 
decisions **° forbidding, solely because of their depressing effect, the 
operation of undertaking establishments in residential areas. 

Closely allied to the law of nuisance *** is the holding in a recent 
English case *** where the doctrine of Rylands v. Fletcher *** was in- 
voked to support an injunction restraining a landowner, who had allowed 
caravan dwellers the use of his land, from permitting them and their 
horses to trespass and otherwise injure adjacent property. This is ap- 
parently the first time persons have been brought within Lord Black- 
burn’s classification of “ things likely to do mischief if they escape ”’.?*° 
There is, however, ample authority that the conduct complained of con- 
stituted a nuisance sufficient to warrant the relief.2°° The selection of 
the theory actually invoked suggests the possibility that the English 
courts will develop a liability resembling that imposed by American 
statutes upon saloon keepers for the harm caused by their intoxicated 
customers.”** 


3. Illegal Professional Competition 


Members of the bar have regarded with an apprehension not entirely 
altruistic, the tendency of corporations organized for profit to absorb 
much legal business heretofore reserved to the private practitioner.*** 
Two late decisions indicate that when the activities complained of are 
carried on in violation of the law some measure of relief will be accorded 
the lawyer whose practice has been affected. A third decision will prove 
disappointing. 

In Unger v. Landlord’s Management Corp.,** the defendant was en- 
gaged in furnishing real estate owners with a service of dubious legality 


225 Albright v. Crim, 185 N. E. 304 (Ind. App. 1933); Arthur v. Virkler, 144 
Misc. 483, 258 N. Y. Supp. 886 (1932). Such an establishment, of course, may 
operate in a business area. Kirk v. Mabis, 246 N. W. 759 (Iowa 1933). However, 
cemeteries have been allowed in close proximity to dwellings. Hall v. Moffett, 170 
S. E. 192 (Ga. 1933) ; Rosehill Cemetery Co. v. Chicago, 352 Ill. 11, 185 N. E. 170 
(1933). 

226 Rylands’ reservoir has been regarded as having been held a nuisance. See 
Woop, Nuisances (2d ed. 1893) 136, n.2; BOHLEN, STUDIES IN THE LAW oF TorTS 
(1926) 414. 

227 Attorney-General v. Corke, [1933] 1 Ch. 89, (1933) 33 Cox. L. REv. 547, 
(1933) 49 L. Q. Rev. 158, (1933) 5 Cams. L. J. 122. 

228 L. R. 3 H. L. 330 (1868). 

229 Td. at 339. 

230 E.g., Walker v. Brewster, L. R. 5 Eq. 25 (1867); Barber v. Penley, [1893] 
2 Ch. 447; cf. Hogle v. Franklin Mfg. Co., 199 N. Y. 388, 92 N. E. 794 (1910). 
But cf. Cappel v. Pierson, 15 La. App. 524, 132 So. 391 (1931), (1931) 45 Harv. 
L. REv. 192. 

231 Cf. Iowa Cope (1931) § 2055; Nes. Comp. Stat. (1929) c. 53, § 147; MINN. 
Strat. (Mason, 1927) § 3239; Bertholf v. O’Reilly, 74 N. Y. 509 (1878). 

232 See, e.g., Sniveley, Review of Recent Activities to Eliminate Lay Encroach- 
ments (1933) 19 A.B. A. J. 177, 180: “ It is our duty to protect the public from the 
evil effects of lay encroachments.” Hicks, Practice of Law by Laymen and Lay 
Agencies (1932) 6 Conn. B. J. 31 passim. ~ 283 168 Atl. 229 (N. J. Eq. 1933). 
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when performed by a corporation. Its circulars advised prospective 
customers that “ As a landlord you require a certain amount of legal 
service. . . . You need leases drawn which protect your interest... . 
We will issue distraints for nonpayment of rent and bring dispossess 
proceedings up to the point of starting suit. Suits will be filed for a 
reasonable fee plus costs.” Two incorporated bar associations and an 
attorney, on behalf of themselves and others similarly situated, filed suit 
to enjoin these activities. The court accepted the contention that the 
privilege of practicing law is in the nature of a franchise and enjoined 
further illegal conduct of the sort complained of as an unlawful inter- 
ference with a valuable property right. This result is surprising in view 
of the previous attitude of the New Jersey courts.. In contrast to the 
decisions in most states,?** even a carrier operating under a nonexclusive 
franchise cannot there enjoin the competition of an unlicensed rival.?*° 
An effort was made to avert possible accusation of inconsistency by a 
characterization of the privilege of practicing law as a franchise exclu- 
sive to the bar — the class the plaintiffs purported to represent. But 
the assertion in this case, as elsewhere in suits by carriers with nonex- 
clusive franchises, that the right to exercise one’s calling is property, 
seems to assume, in part, the desired conclusion.”*® The defendant’s 
wrong would seem to be to the courts and the state alone, since the 
statutes forbidding the unqualified to practice law can hardly be intended 
to secure to a limited group a legal monopoly. It is not, therefore, sur- 
prising to discover that an opposite result was recently reached by 
another court.?*7 


234 See, e.g., New York, N. H. & H. R. R. v. Pierce Coach Lines, 281 Mass. 479, 
183 N. E. 836 (1933) ; United Traction Co. v. Smith, 115 Misc. 73, 187 N. Y. Supp. 
377 (1921) ; Puget Sound Traction, L. & P. Co. v. Grassmeyer, 102 Wash. 482, 173 
Pac. 504 (1918), (1919) 28 YALE L. J. 485; cf. Farmers’ & Merchants’ Co-op. Tel. 
Co. v. Boswell Tel. Co., 187 Ind. 371, 119 N. E: 513 (1918). 

235 Public Service Ry. v. Reinhardt, 92 N. J. Eq. 365, 112 Atl. 850 (1921) ; 
Healy v. Sidone, 127 Atl. 520 (N. J. Eq. 1923). 

236 In Puget Sound Traction, L. & P. Co. v. Grassmeyer, 102 Wash. 482, 173 Pac. 
504 (1918), defendant operated a jitney line between points already served by the 
plaintiff without having posted a bond required by statute to indemnify passengers 
for personal injuries. The ukase uttered by the court is typical: “. . . the plain- 
tiff has a franchise. . .. This franchise is property, and any unlawful interference 
therewith is actionable. It is true the franchise is not exclusive in the sense that 
the sovereign power may not grant a similar right to another, but it is exclusive 
against any one who assumes to exercise the privilege of carrying passengers in the 
absence of authority or in defiance of the laws regulating the privilege. To do so 
is unlawful and since the plaintiff is injuriously affected thereby, he is entitled to 
injunctive relief... .” See id. at 490, 173 Pac. at 507. 

237 Wollitzer v. National Title Guar. Co., 148 Misc. 529, 266 N. Y. Supp. 184 
(1933) (alternative holding). Accord: Goldsmith v. Jewish Press Pub. Co., 118 
Misc. 789, 195 N. Y. Supp. 37 (1922) (certified public accountant). In the Wollitzer 
decision, unlike the Unger case, no bar association joined in the suit. The court 
expressly refused to follow the first case to award relief. Dworken v. Apartment 
House Owners Ass’n, 38 Ohio App. 265, 176 N. E. 577 (1931). The latter decision 
has been followed frequently by lower courts in Ohio. Numerous references are 
collected by the court in the Wollitzer case. See 148 Misc. 529, 536, 266 N. Y. 
Supp. 184, 192 et seq. ' 
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Although the New Jersey decision might have been rested upon a 
broad power of a court to supervise actual and threatened proceed- 
ings,”** some other basis must be found to explain a similar result in 
another profession. Ina recent West Virginia case **® the defendant, an 
unlicensed layman, assumed the title of Dr. A. B. Mitchell, opened of- 
fices which he advertised as the “ Mitchell General Health Center ” and 
engaged in the diagnosis and treatment of various ailments for which 
he received compensation. These activities were in clear violation of 
the penal law.**° A neighboring physician filed suit for an injunction and 
relief was awarded, the court relying largely upon Dworken v. Apart- 
ment House Owners Ass’n.*** And the same disposition has been made 
by an inferior Ohio court of a similar proceeding brought by practicing 
dentists.**? 

Although judicial relief in the precise situations presented by these 
cases is unique, it is not without analogous precedent in the law. In 
isolated instances penal statutes other than those regulating utilities have 
been held to give competitors of the wrongdoer the right to injunctive 
relief even when clear that they were not the intended beneficiaries of 
the legislation invoked.*** The persistent practice of law or medicine, 
if illegal, necessarily involves a continuing pecuniary injury, difficult to 
justify, to legitimate practitioners as a class.2** And a distinct social 
interest would seem to be served by the recent decisions affording relief. 
Insofar as they entrust law enforcement to the hands of private indi- 
viduals, they merely apply judicially a principle which has not infre- 


238 Cf. McCloskey v. San Antonio Public Service Co., 51 S. W.(2d) 1088 (Tex. 
Civ. App. 1932), (1933) 46 Harv. L. Rev. 525 (injunction against the criminal 
barratry of a layman). In this aspect the plaintiff functions as amicus curiae, rather 
than as a litigant seeking vindication of a private right. 

239 Sloan v. Mitchell, 168 S. E. 800 (W. Va. 1933). 

240 W. Va. Cope (Michie, 1932) § 2874. 

241 38 Ohio App. 265, 176 N. E. 577 (1931), note 237, supra. 

242 Taylor v. New System Prosthetic Dental Laboratory, Inc., 29 Ohio N. P. 
(N.s.) 451 (1932). 

243 Long v. Southern Express Co., 201 Fed. 441 (S. D. Fla. 1912), rev’d on 
other grounds, 202 Fed. 462 (C. C. A. 5th, 1913) (sale of liquor) ; Featherstone v. 
Independent Service Station Ass’n, 10 S. W.(2d) 124 (Tex. Civ. App. 1928), Note 
(1929) 42 Harv. L. Rev. 693 (lottery) ; Choctaw Pressed Brick Co. v. Townsend, 
108 Okla. 235, 236 Pac. 46 (1925) (sale of unlabelled convict-made goods). 
Contra: Smith v. Lockwood, 13 Barb. 209 (N. Y. 1852) (same). So too, trade 
practices deceptive to the public but involving no element of “ passing off ” have 
been held enjoinable without a statute at the private suit of a competitor where, 
by reason of a legitimate monopoly, injurious loss of trade may be established by 
the plaintiff. Ely-Norris Safe Co. v. Mosler Safe Co., 7 F.(2d) 603 (C. C. A. 1st, 
1925), rev’d on other grounds, 273 U. S. 132 (1926). Contra: American Wash- 
board Co. v. Saginaw Mfg. Co., 103 Fed. 281 (C. C. A. 6th, 1900). 

244 Compare the language of Learned Hand, J., in Ely-Norris Safe Co. v. Mosler 
Safe Co., 7 F.(2d) 603, 604 (C. C. A. 2d, 1925): “ While a competitor may, gen- 
erally speaking, take away all the customers of another that he can, there are 
means which he cannot use. One of these is deceit. Has the plaintiff in fact lost 
customers? And has he lost them by means which the law forbids? The false 
use of the plaintiff’s name is only an instance in which each element is clearly 
shown.” 
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quently been invoked by legislatures.**° The choice of prosecutor which 
they effect is not unfortunate, for the personal interest of individuals 
will assure a degree of vigilance in the enforcement of the law. What 
is more important is that a new weapon has been forged with which as- 
sociations of professional men, activated, perhaps, by more altruistic 
motives than the individual, may restrain the grosser forms of weed 
fessional misconduct. 


4. Domestic Wrongs 


Two recent suits by married women illustrate the greater willingness 
of courts to protect the economic incidents of marriage than other in- 
terests many might regard as of equal importance. Somberg v. Som- 
berg *4° held proper the refusal of an injunction to restrain the plaintiff’s 
husband and his paramour from masquerading as man and wife under 
his surname, and from informing acquaintances that the issue of their 
illicit union was the lawful child of a marriage between them. The au- 
thority of a similar decision *** a few years ago must therefore be re- 
garded as unshaken, although here three of the seven judges dissented. 
In the former case the court expressly refrained from passing upon the 
broad question of the jurisdiction of equity to protect rights other than 
those in property,*** but rested its decision upon a policy of refusing 
relief against mental distress **® and upon the ground that courts should 


245 Compare statutes which by expanding the common-law concept of nuisance 
and by abolishing the technical requirement of special damage to the plaintiff, allow 
the abatement by private suit of such criminal activities as commercialized prosti- 
tution and the prohibited liquor traffic. See CHAFEE AND Srmpson, CAsEs on Equity 
227, n.1; Legis. (1920) 20 Cou. L. REv. 605. The constitutionality of such measures 
is usually upheld. £.g., Littleton v. Fritz, 65 Iowa 488 (1885). Contra: Hedden 
v. Hand, 90 N. J. Eq. 583, 107 Atl. 285 (1919). 

246 263 N. Y. 1, 188 N. E. 137 (1933). A judgment declaratory of the plain- 
tiff’s marital status was also denied. This aspect of the case is commented on in 
(1934) 47 Harv. L. Rev. 1059 and (1934) 82 U. or Pa. L. REv. 542. 

247 Baumann v. Baumann, 250 N. Y. 382, 165 N. E. 819 (1929), Note (1930) 43 
Harv. L. Rev. 477, (1929) 78 U. or Pa. L. Rev. 114. Accord: Hodecker v. Strickler, 
20 App. Div. 245, 39 N. Y. Supp. 515 (1897) ; cf. Snedaker v. King, 111 Ohio St. 
225,145 N. E. 15 (1924), (1925) 38 Harv. L. Rev. 396. But cf. Ex parte Warfield, 
40 Tex. Cr. Rep. 413, 50 S. W. 933 (1899). 

248 It has been recognized in New York that Lord Eldon’s dictum in Gee v. 
Pritchard, 2 Swans. 402 (1818), restricting equitable protection to property is in- 
consistent with his actual holding in that case. See Brandreth v. Lance, 8 Paige 
24, 28 (N. Y. 1839). But cf. Roberson v. Rochester Folding Box Co., 171 N. Y. 
538, 64 N. E. 442 (1902), Note (1902) 16 Harv. L. Rev. 72. Frank repudiation of 
the substance of Lord Eldon’s language, though unusual, is not unknown. Stark 
v. Hamilton, 149 Ga. 227, 99 S. E. 861 (1919), (1919) 33 Harv. L. Rev. 314 (seduc- 
tion of daughter enjoined at suit of father) ; see Vanderbilt v. Mitchell, 72 N. J. 
Eq. 910, 919, 67 Atl. 97, 100 (1907); Pound, Equitable Relief against Defamation 
and Injury to Personality (1916) 29 Harv. L. Rev. 640; Chafee, supra note 1, at 411. 

249 Citing Roberson v. Rochester Folding Box Co., 171 N. Y. 538, 64 N. E. 442 
(1902) (privacy); Marlin Fire Arms Co. v. Shields, 171 N. Y. 384, 64 N. E. 163 
(1902) (trade libel causing no special damage) ; Vassar College v. Loose-Wiles 
Biscuit Co., 197 Fed. 982 (W. D. Mo. 1912) (unauthorized use of plaintiff’s corporate 
name for advertising purposes). 
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not “ govern the morals of people by injunction ”’.2°° As a partial answer 
to the first suggestion, reference might be made to the New York privacy 
statute °°! which has superseded some of the authorities mentioned by 
the court.*°*? With respect to the second, it is difficult to see how it 
would be seriously contravened if the decree were framed to enjoin only 
the continued use by the paramour of the husband’s surname.”** The 
absence of any element of pecuniary injury is probably, in truth, a de- 
cisive factor in the adjudication of such domestic disputes. 

Upon a showing that the defendant was already in arrears for alimony 
pending a suit for separation, an injunction issued in Richman v. Rich- 
man *°* to restrain the husband from suing for divorce in Mcxico °° and 
marrying another woman as he had planned. Little hesitancy was 
shown in distinguishing Baumann v. Baumann 2** because of the danger 
to the present plaintiff’s chances for support which would arise from the 
creation of a second domestic establishment. Perhaps a suspicion that 
mere jealous hysteria or actual desire for publicity prompts the plaintiff 
in many such cases to undertake litigation explains the insistence upon 
a showing of threatened injury to an interest of substance. 


5. The Right to Privacy 


Even in jurisdictions which have already recognized as worthy of 
legal protection the desire to be unmolested by unwanted publicity,?™ 
the absence of judicial guideposts raises difficult problems in the deter- 
mination of specific controversies. Thus, in Bartletta v. McFeeley,?** 


250 See 250 N. Y. at 389, 165 N. E. at 822. Some courts have exposed 
themselves to this criticism. See, e.g., Stark v. Hamilton, 149 Ga. 227, 99 S. E. 861 
(1919), discussed in Chafee, supra note 1, at 412-13; Witte v. Baderer, 255 S. W. 
1016 (Tex. Civ. App. 1922); Ex parte Warfield, 40 Tex. Cr. Rep. 413, 50 S. W. 
933 (1899). 

251 N. Y. Crvm Ricuts Law (1909) §§ 50, 51. For a discussion of a recent 
decision under this statute, see p. 1208, infra. 

252 E.g., Roberson v. Rochester Folding Box Co., 171 N. Y. 538, 64 N. E. 442 
(1902). 

253 Thus, the wife would be secure in the exclusive right to the use of her hus- 
band’s name. Dean Pound has voiced a strenuous plea for recognition of such a 
right. See Pound, Equitable Relief against Defamation and Injury to Personality 
(1916) 29 Harv. L. REv. 640, 673. 

254 148 Misc. 387, 266 N. Y. Supp. 813 (1933). 

255 On the power of equity to restrain proceedings in another jurisdiction, see 
p. 1176, supra. 256 250 N. Y. 382, 165 N. E. 819 (1929), note 247, supra. 

257 The classic plea for recognition of a right to privacy was published forty- 
four years ago in this Revrew. See Warren and Brandeis, The Right to Privacy 
(1890) 4 Harv. L. Rev. 193. Many of the cases decided since that time are collected 
in SELECTED Essays IN THE LAw oF Torts (1924) 122. See also Note (1929) 43 
Harv. L. Rev. 297. 

258 113 N. J. Eq. 67, 166 Atl. 144 (1933), (1933) 82 U. or Pa. L. Rev. 62. New 
Jersey is one of the jurisdictions in which a right to privacy has consciously been 
proclaimed. In Edison v. Edison Polyform Co., 73 N. J. Eq. 136, 67 Atl. 392 
(1907), Thomas A. Edison enjoined the unauthorized use of his name in the sale 
of a nostrum, the formula for which he himself had developed in his youth. The 
court refused to admit that its decision vindicated an interest of personality, but 
rested the result upon an expanded conception of property rights. 
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the complainant had been arrested for gambling by the police of Ho- 
boken, N. J.; he was photographed and his finger prints were taken. 
Four days after his arrest he filed suit against officials of the city for 
the return of these records. This bill was dismissed,?*® the court hold- 
ing that retention was proper pending the determination of guilt. 
Copies of the photographs and prints were then forwarded to police 
headquarters in New York City, to an identification bureau at Albany, 
N. Y., and to the Bureau of Investigation in Washington. No action 
was taken to press the charge against the plaintiff and after the Statute 
of Limitations had secured to him immunity from further prosecution, 
he again filed suit. In this bill he requested (1) the return of the 
records in possession of the local police; (2) the removal of the copies 
from the “ Rogues’ Galleries ” in other cities; and (3) the deletion from 
local records of the words “ alias Luke Adams ”’, alleged to be untrue. 
The first demand met with voluntary compliance and was not con- 
sidered at the hearing. Both of the others were refused by the court: 
the second, for the reason that the copies were in custody of persons 
whose conduct the defendants could not control; the third, on the accept- 
able ground that the addition of an alias, however false, to a police record 
is little added source of embarrassment to the victim. 

On the court’s assumption that Bartletta was entirely innocent, its 
disposition of the second prayer for relief may not meet with universal 
approval.?®° Although an unqualified order to restore the desired copies 
to the complainant might well have been undesirable,?“ a mere direc- 
tion by the court to the police to request their return would necessitate 
slight trouble and expense, would probably prove successful, and could 
be fully complied with by the defendants alone. More troublesome 
than the problem of the proper form of relief, however, is the merit of 
the right which was urged.?® It cannot be doubted that the presence 
of one’s photograph and other records in the police files would to many, 
at least, be as distasteful as the unauthorized publication of a photo- 
graph to the entire world for advertising purposes.*** Indeed, the defa- 
mation inherent in the present situation might well prejudice interests 
more substantial.*** On the other side, a policy favoring retention of 


259 Bartletta v. McFeeley, 109 N. J. Eq. 241, 156 Atl. 658 (1931), aff’g 107 
N. J. Eq. 141, 152 Atl. 17 (1930). Accord: Downs v. Swann, 111 Md. 53, 73 Atl. 
653 (1909) semble. But cf. Schulman v. Whitaker, 117 La. 703, 42 So. 227 (1906). 

260 See, e.g., (1933) 82 U. or Pa. L. REv. 62. 

261 The practical difficulties involved in effecting the return of the records 
from other cities by virtue of the court’s power over the local officials, though 
viewed as decisive by the court, do not seem insuperable. Decrees entailing the 
cooperation of others are not unknown. Meyer v. Reed, 91 N. J. Eq. 237, 109 Atl. 
733 (1920). But cf. Reilly v. Cullinane, 287 Fed. 994 (App. D. C. 1923). 

262 The jurisdiction of equity to grant the relief prayed for has been recognized. 
Itzovitch v. Whitaker, 115 La. 479, 39 So. 499 (1905). Its exercise in a very 
similar situation has been regarded proper by an opinion which seems to overlook 
many of the difficulties. Itzovitch v. Whitaker, 117 La. 707, 42 So. 228 (1906). 

263 New Jersey will enjoin an injury of this sort. See note 258, supra. 

264 It has been held not to be error for a trial judge in a criminal action to 
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the records of those arrested for crime, even when conviction does not 
ensue,”® perhaps fully justifies the court’s hesitancy to intermeddle in 
the absence of prior legislative authorization. 

In contrast, the question at issue in another recent decision was 
whether the defendant’s conduct came within the New York statute 
allowing an injunction to anyone whose “ picture or portrait ” is used 
for the “ purposes of trade ” without his written consent.?** The de- 
fendant in Blumenthal v. Picture Classics, Inc.,2*" produced and was 
exhibiting a short motion picture intended to portray life in various 
neighborhoods of New York City. The only parts rehearsed were those 
of two sightseeing school teachers, and their guides, played by profes- 
sional actors. All other action was a faithful reproduction of the 
activity of the city’s inhabitants. For about six seconds of the seventeen 
minutes required to project the film there flashed upon the screen a 
close-up of the plaintiff engaged in her daily occupation of selling bread 
on a street on New York’s lower east side. She had been photographed 
without her knowledge or consent. Both the Appellate Division and the 
Court of Appeals affirmed an order enjoining, pendente lite, further ex- 
hibition of the plaintiff’s photograph. 

This decision is by no means as inevitable as the language of the 
statute might indicate, for prior adjudications had recognized certain 
courses of conduct as defensible, although within the words of the act. 
A photograph, obviously, may be run as news in a newspaper or periodi- 
cal.?*® Likewise news reels — “ a new kind of newspaper ” — may in- 
clude photographs of those prominent in the public eye.?*® On the 
other hand, an injunction will issue at the suit of a participant to restrain 
the exhibition of an artificially staged motion picture play purporting to 
recount an actual event.?"° Concerning the precise basis for the dis- 
tinction between these last two situations, the courts have not been 
sufficiently articulate to have permitted a forecast of the result in the 
Blumenthal case. The decision reached, however, lends force to the 
suggestion that there will develop in the law of privacy a restriction 
analogous to that of fair comment in the law of defamation.*" Thus, 
that which is of reasonable public interest may be freely disclosed.?** 


consider the presence of the defendant’s photograph in a “ Rogues’ Gallery ” in 
assessing the severity of a discretionary sentence. People v. Mansi, 129 App. Div. 
386, 113 N. Y. Supp. 866 (1908). 

265 But compare statutes which pronounce refusal to return a criminal defend- 
ant’s photograph and finger prints after acquittal to be a crime. See, e.g., N. Y. 
Prenat Law (1909) § 516. 

266 N. Y. Civ Ricuts Law (1909) §§ 50, 51. 

267 235 App. Div. 570, 257 N. Y. Supp. 800 (1932), aff'd, per curiam, 261 N. Y. 
504, 185 N. E. 713 (1933). , 

268 Colyer v. Fox Pub. Co., 162 App. Div. 297, 146 N. Y. Supp. 999 (1914); 
Jeffries v. New York Evening Jour. Pub. Co., 67 Misc. 570, 124 N. Y. Supp. 80 
(1910) ; Moser v. Press Pub. Co., 59 Misc. 78, 109 N. Y. Supp. 963 (1908). 

269 Humiston v. Universal Film Mfg. Co., 189 App. Div. 467, 178 N. Y. Supp. 
752 (1919). 

270 Binns v. Vitagraph Co. of Am., 210 N. Y. 51, 103 N. E. 1108 (1913). 
271 See Chafee, supra note 1, at 411. 
272 See Warren and Brandeis, supra note 257, at 214 et seq. 
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DEVELOPMENTS IN THE LAW 
TAXATION — 1933 


Constantly expanding governmental needs, changes in the economic 
structure, and new ideals of social policy necessitate continual readjust- 
ment and experimentation in fiscal legislation. Ordinary difficulties of 
obtaining funds to operate governmental machinery are complicated in 
this country by conflicting claims of state and nation, and by the neces- 
sity for fitting new measures into legal and constitutional molds devel- 
oped for other times and other problems. These difficulties, coupled 
with the ever-present reluctance of the taxpayer, assure a constant flow 
of tax litigation which, even in a single year, presents a complex cross- 
section of the judicial process. 


I. CoNSTITUTIONAL LIMITATIONS ON THE POWER TO TAX 
A. Intergovernmental Relations 


In its application of the rule developed from M’Culloch v. Maryland + 
that the instrumentality of one sovereign must be immune from taxa- 
tion by the other, the Supreme Court has varied between a doctrinal 
approach which tends to condemn the tax falling in any degree upon 
a government instrumentality, and an economic analysis which may 
condone the tax whose burden upon the function is slight. Recent de- 
cisions indicate a departure from the strict application of the Twenties 
and a return to the economic standard. Although the nature of the tax 
and of the governmental activity involved are both important decisional 
factors, the practice of employing thin factual distinctions to dispose of 
cases decided under a different theory has tended to emphasize the par- 
ticular function concerned. For this reason the cases considered herein 
have been classified primarily according to the subject for which im- 
munity was claimed. 


1. Nature of the Powers Affected 


A state university’s claim that to impose import duties on its scientific 
apparatus was unconstitutional as a burden on the state function which 
it performed ? was rejected in Board of Trustees of the University of 
Illinois v. United States. The Court reasoned that the power of the 


1 4 Wheat. 316 (U.S. 1819). 

2 The court found it unnecessary to pass upon appellant’s status as a state 
agency. Since it was a nonprofit organization supported by the state, it would 
seem to be a state functionary, immune from federal taxation. 

8 289 U. S. 48 (1933), (1933) 33 Cot. L. REv. 913. 
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Federal Government over imports is plenary, and that the constitutional 
limitation applied only to the exercise of powers mutually possessed.‘ 
Although the Court had previously indicated that the Tariff Act in ques- 
tion was primarily a revenue measure,° the presence of other Congres- 
sional motives was thought a sufficient answer to appellant’s contention 
that the Act was an exercise of the general taxing power subject to the 
limitations of M’Culloch v. Maryland.® 


2. Activities or Relationships Involved 


Governmental Licensees and Contractors. 'The overruling of Long 
v. Rockwood * has left the Supreme Court relatively free to distinguish 
the enjoyment of a federal privilege from the exercise of a governmental 
function. This distinction was made the basis for refusal to extend 
immunity from state excise taxation to federal power and warehouse 
licensees; * the fact that such a license may represent a means of federal 
control was thought not to alter the situation.® Similar reasoning was 
employed in a California decision,’° later followed by a federal court,‘ 
holding that army post exchanges are not government agencies and 
hence were properly subjected to a gasoline tax. Panhandle Oil Co. v. 
Mississippi," which denied a state the right to tax sales of gasoline to 
the United States for use by a veterans hospital, was distinguished on 
the ground that while the government authorizes army post exchanges, 
it does not participate in profits and losses and so could not be affected 
by the tax.‘* The Supreme Court, however, on appeal from the state 


4 Veazie Bank v. Fenno, 8 Wall. 533 (U. S. 1869), reached the same result as 
to a federal tax on state bank notes levied under the federal currency power. 

5 See J. W. Hampton, Jr. & Co. v. United States, 276 U. S. 394, 412-13 (1928). 

6 4 Wheat. 316 (U. S. 1819). 

7 277 U.S. 142 (1928), holding that a state could not tax income received as 
royalties for the use of patents. It was overruled by Fox Film Corp. v. Doyal, 286 
U. S. 123 (1932), (1932) 46 Harv. L. Rev. 162, (1932) 31 Micn. L. Rev. 137. 

8 Broad River Power Co. v. Query, 288 U. S. 178 (1933) (licensed under the 
Federal Water Power Act); Federal Compress & Warehouse Co. v. McLean, 54 
Sup. Ct. 267 (1934) (licensed under the United States Warehouse Act). See p. 1217, 
infra; cf. Alabama Warehousing Co. v. State, 149 So. 843 (Ala. 1933). 

Susquehanna Power Co. v. State Tax Comm. of Md. (No. 1), 283 U.S. 291 
(1931), upheld a state tax on the property of a federal licensee. See Brown, State 
Taxation of Interstate Commerce, and Federal and State Taxation in Intergovern- 
mental Relations: 1930-1932 (1933) 81 U. or Pa. L. Rev. 247. This decision, how- 
ever, could be rested on the distinction between taxing the proprietary property 
of a governmental agent and taxing its function. See M’Culloch v. Maryland, 4 
Wheat. 316, 436 (U.S. 1819) ; Susquehanna Power Co. v. State Tax Comm. of Md. 
(No. 1), supra, at 294. 

® See Federal Compress & Warehouse Co. v. McLean, 54 Sup. Ct. 267, 269 
(1934). ‘This factor furnished a possible basis for distinguishing Fox Films Corp. 
v. Doyal, 286 U. S. 123 (1932). 

10 People v. Standard Oil Co. of Cal., 22 Pac.(2d) 2 (Cal. 1933). 

11 Pan Am. Petroleum Corp. v. Alabama, 67 F.(2d) 590 (C. C. A. sth, 1933), 
cert. denied, 54 Sup. Ct. 454 (1934). 

12 294 U. S. 218 (1928), (1928) 42 Harv. L. Rev. 128. 

13 See People v. Standard Oil Co. of Cal., 22 Pac.(2d) 2, 3-4 (Cal. 1933); Pan 
Am. Petroleum Corp. v. Alabama, 67 F.(2d) 590, 591 (C. C. A. sth, 1933). 
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decision avoided passing on the correctness of this view, reversing the 
decision on other grounds.** 

In Trinityfarm Const. Co. v. Grosjean,® a government contractor 
was denied exemption from a state excise on gasoline used in performing 
a contract with the Federal Government.’® This result is supported by 
Metcalf & Eddy v. Mitchell," which upheld a federal tax on the net 
income received by an independent contractor from performance of a 
contract with a state government. The Panhandle case may be distin- 
guished on the ground that the incidence of the sales tax there concerned 
was directly upon the government. 

Salaries of Public Officials. Powers v. Commissioner ** held immune 
from federal taxation the salary of a member of a board of trustees 
which managed a publicly operated street railway.° The Board of 
Tax Appeals, accepting the test laid down by the Treasury Regula- 
tions,?° had held that the taxpayer, although a public official, did not 
exercise an “ essential governmental function ” and was therefore liable 
for the tax.2! The Court of Appeals for the First Circuit, however, 
rejected this standard, and held that the salary of a public officer is im- 
mune regardless of the function exercised.?* To sustain this position 
the court quoted an abridged passage from the opinion of the Supreme 
Court in the Metcalf case.2* But this very passage, in its entirety, as 
well as the decisions in South Carolina v. United States ** and North 


14 Standard Oil Co. v. California, 54 Sup. Ct. 381 (1934). Reversal was based 
on the ground that since the sales had taken place on a government reservation, 
jurisdiction over which California had ceded to the United States, the state was 
without authority to impose the tax. Cf. Surplus Trading Co. v. Cook, 281 U. S. 
647 (1930). Pan Am. Petroleum Corp. v. Alabama, 67 F.(2d) 590 (C. C. A. 5th, 
1933), cert. denied, 54 Sup. Ct. 454 (1934), note 13, supra, was probably saved from 
a similar fate by its alternative basis, the fact that the tax was on withdrawals from 
storage rather than sale. 15 54 Sup. Ct. 469 (1934). 

16 The same result was reached in Six Cos. v. De Vinney, 2 F. Supp. 693 
(D. Nev. 1933) (tax on property of contractor) ; Nevada-California Power Co. v. 
Ullom, 3 F. Supp. 934 (D. Nev. 1933) (tax on power company for power fur- 
nished to Federal Government). 

17 269 U.S. 514 (1926); cf. Baltimore Shipbuilding & Dry Dock Co. v. Balti- 
more, 195 U.S. 375 (1904). 

18 68 F.(2d) 634 (C. C. A. 1st, 1934). 

19 The same court had shortly before granted immunity to the fees paid an 
auditor appointed by a state court, pursuant to statutory authority, to hear evi- 
dence in a particular case. Commissioner v. Ogden, 62 F.(2d) 334 (C. C. A. 1st, 
1932) ; see Note (1925) 38 Harv. L. REv. 793, 796-98. 

20 U. S. Treas. Reg. 69, Art. 88 (1926). The same provisions are contained in 
id. 74, Art. 643 (1929); id. 77, Art. 643 (1933). 

21 Leland Powers, 26 B. T. A. 1381 (1932). 

22 The court questioned the present validity of classical standards but de- 
clared that, so judged, the operation of a street railway was not an essential gov- 
ernmental function. This seems clearly correct. See Flint v. Stone Tracy Co., 
220 U. S. 107, 172 (1911); Note (1925) 38 Harv. L. Rev. 793, 798-99. Contra: 
Frey v. Woodworth, 2 F.(2d) 725 (E. D. Mich. 1924) (holding the salary of an 
employee of a municipally owned street railway immune from federal taxation). 

23“ | . any taxation by one government of the salary of an officer of the other 
. . . is prohibited. . . .” Metcalf & Eddy v. Mitchell, 269 U.S. 514, 524 (1926). 

24 199 U. S. 437 (1905). This held a state engaged in the liquor business sub- 
ject to a federal license tax. See Note (1933) 47 Harv. L. REv. 321. 
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Dakota v. Olson ** are the strongest precedents for the standard set up 
by the regulations. To hold that the state itself, while acting in a 
proprietary capacity, is taxable, but that the officials through whom it 
carries on these functions are not, would be an obvious absurdity. How- 
ever, the decision seems correct on the alternative ground stated by 
the court: that the duties of the trustees, to the extent that they involved 
regulation of public utility rates and apportionment of deficits to be 
raised by taxation, were essential governmental functions, complying 
with the standard advocated by the government. 

Government Land. The rule of Van Brocklyn v. Tennessee,”® that 
land owned and possessed by one sovereign is not taxable by the other, 
was allowed in Mullen Benevolent Corp. v. United States *" to frustrate 
reassessment of improvement district lands, where the government had, 
prior to reassessment, acquired all of the land. Since reassessment was 
necessary for full payment, the application of the immunity doctrine 
resulted in a benefit to the government at the expense of the bondholder 
and not of the state.?* 

Lessees of Government Land — Income and Property Taxes. Gilles- 
pie v. Oklahoma,” in which a state was denied the right to tax net in- 
come of a lessee of Indian land, has been the chief obstacle to the Su- 
preme Court’s apparent desire to abolish this type of immunity. Group 
No. 1 Oil Corp. v. Bass *° managed to reach a different result as to a 
federal net income tax on one who had leased oil lands from the state 
of Texas. Burnet v. Coronado Oil & Gas Co.,*' it is true, forbade 
federal taxation of a lessee of public land in Oklahoma, and distin- 
guished the Group No. 1 case as resting on the Texas construction of 
such leases as sales of the oil in situ.8* But the Court there declared its 
intention to limit the Gillespie decision closely to its facts.** Hence the 
denial of exemption to the lessees in the two most recent cases is not 
surprising. 


25 33 F.(2d) 848 (C. C. A. 8th, 1929), (1929) 43 Harv. L. Rev. 329 (holding 
a state-owned bank liable for a federal capital stock tax). 

26 117 U.S. 151 (1886). 

27 290 U. S. 89 (1933). 

28 The Court in the principal case denied recovery against the United States of 
compensation for the right thus frustrated. See (1934) 47 Harv. L. Rev. 706. In 
Lee v. Osceola & Little River Road Improvement Dist., 268 U. S. 643 (1925), the 
Court held that improvement district lands, not subject to the original assessment 
because owned by the United States, could not be assessed for the prior period 
when conveyed to private owners. 

29 257 U.S. sor (1922). 

80 283 U.S. 279 (1931). 81 285 U.S. 393 (1932). 

82 See Note (1932) 81 U. or Pa. L. Rev. 194, 199. In Big Lake Oil Co. v. 
Heiner, 2 F. Supp. 41 (W. D. Pa. 1932), the Group No. 1 case was followed on 
similar facts, although the court showed some sympathy for the lessee’s belief that 
the distinction between that case and the Coronado case was unsubstantial. The 
Circuit Court affirmed on the ground that its decision was merely a necessary step 
in an attempt to obtain Supreme Court reversal of the Group No. 1 case. 67 F.(2d) 
985. (C. C. A. 3d, 1933), cert. denied, 54 Sup. Ct. 528 (1934). 

3 See Burnet v. Coronado Oil & Gas Co., 285 U.S. 393, 398 (1932). 


| 
| 
| | 


DEVELOPMENTS IN THE LAW — TAXATION 1213 


1934] 


Indian Terr. Iliuminating Oil Co. v. Board of Equalization ** sus- 
tained a state property tax on oil which was the produce of land leased 
from an Indian, although mixed with oil from other properties. The 
fact that the Indian’s royalty percentage had been segregated before 
taxation was seized upon to distinguish a previous decision *° where a 
similar tax levied before such segregation was held invalid. The doc- 
trine that proprietary property of a government agent may be taxed,*° 
a possibility previously neglected in this field, was relied upon to dis- 
tinguish the Gillespie and Coronado cases. Burnet v. A. T. Jergins 
Trust ** upheld a federal income tax on a lessee of city oil lands as to 
income from the sale of oil there produced. The Gillespie and Coronado 
cases were distinguished on the ground that there the sovereign was 
acting as trustee of an express trust of the lands leased, a differentiation 
without economic basis. Whatever may be said for the distinctions 
made, the result of the two decisions seems a desirable recognition of 
the fact that, in this field at least, burden to the government is more 
apt to result from exemption than from taxation.** Apparently, im- 
munity of lessees of government land is now to be the isolated excep- 
tion, confined to facts so similar to those disclosed in the Gillespie and 
Coronado cases that judicial ingenuity cannot devise a verbal distinction. 

Profits from Resale of Leases. In Marland v. United States,®® the 
Court of Claims upheld a federal tax on profits derived from resale of 
leases of Oklahoma oil lands. The court thought the fact that the tax 
was on profit from resale rather than from operation was enough to 
distinguish the Gillespie and Coronado decisions and relied on Willcuts 
v. Bunn *° to support its conclusion. While in that case the Supreme 
Court had held that profits from the resale of municipal securities were 
subject to federal taxation, it stressed the absence of showing that a 
contrary result would materially burden municipal borrowing power.** 
Here, however, the Court of Claims expressly found that most Okla- 
homa leases are taken in the expectation of profits from resale and that 
the result of allowing taxation would be a material diminution of the 
price obtainable by the state for its leases.*? This application of the 
Wilicuts case, therefore, shows an interpretation of that decision as 
settling a factual situation where the immunity doctrine is inapplicable, 
regardless of the degree of economic burden imposed.** 


84 288 U.S. 325 (1933), (1933) 33 Cov. L. REv. 1075. 

35 Jaybird Mining Co. v. Weir, 271 U. S. 609 (1926); see Indian Terr. II- 
luminating Oil Co. v. Board of Equalization, 288 U. S. 325, 327 (1933). 

86 See note 8, supra. 

87 288 U.S. 508 (1933), (1933) 33 Cox. L. Rev. 1075. 

38 See Mr. Justice Brandeis, dissenting, in Burnet v. Coronado Oil & Gas Co., 
285 U.S. 393, 405 (1932). 

39 3 F. Supp. 611 (Ct. Cl. 1933), aff’g on rehearing, 53 F.(2d) 907 (Ct. Cl. 
1931), cert. denied, 54 Sup. Ct. 74 (1933). 

40 282 U.S. 216 (1931), (1931) 44 Harv. L. Rev. 651. 

41 See 282 U. S. at 230-31. 

42 See Marland v. United States, 3 F. Supp. 611, 612 (Ct. Cl. 1933). 
48 Cf. Brown, supra note 8, at 257. 
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3. Government Obligations 


What are Obligations. The Supreme Court has not had occasion re- 
cently to deal with a tax assailed as a burden on the borrowing power. 
Several lower federal courts, however, have considered obligations 
claimed to be governmental within the judicially developed immunity * 
now incorporated in the federal income tax law.*® Transfer of delin- 
quent tax sale certificates by municipalities was not regarded by the 
Court of Claims in Wiltsie v. United States ** as establishing a debtor- 
creditor relationship between transferor and transferee which would 
exempt the latter from federal tax on the income received. By estab- 
lished practice, the purchaser paid for the certificate the amount of 
taxes due, relying for profit on the high rate of interest running until 
redemption or, after the redemption period, on the possible excess of 
the value of the land foreclosed over the amount of the taxes. Although 
the city was bound to return the purchaser’s payment if the property 
was redeemed, the court reasoned that in substance the transaction was 
not a loan to the city but a sale by it of the rights under the certificates. 
So construed, the case seems to fall within the scope of Group No. 1 Oil 
Corp. v. Bass.** Whatever name be given the transaction, it replaces a 
need for municipal borrowing, and the tax here considered seems to 
burden the municipality as much as would a tax on the interest of its 
bonds. 

The Court of Appeals for the Fourth Circuit displayed a different at- 
titude in Norfolk Nat. Bank of Commerce & Trusts v. Commissioner.** 
A Virginia statute authorized formation of corporations for the sole 
purpose of lending money to state subdivisions for roadbuilding. A 
corporation formed pursuant to this statute contracted to lend a speci- 
fied sum to a city highway commission, borrowed the requisite funds 
on the security of its notes from a syndicate of banks of which com- 
plainant was one, and then assigned its contract to a trustee who was 
to collect principal and interest and apply them to payment of the 
notes. The court exempted the complainant from federal taxation of the 
interest thus received from the trustee, saying that the transaction was 
in substance merely a loan from bank to city and that therefore the 
interest was not taxable. Economically, the decision seems sound, since 
the statutory device was evidently merely an emergency aid to municipal 


44 Weston v. City Council of Charleston, 2 Pet. 449 (U.S. 1829), was the first 
decision holding invalid a tax by one sovereign upon the obligations of the other. 
See Powell, Indirect Encroachment on Federal Authority by the Taxing Powers of 
the States (1918) 31 Harv. L. Rev. 321, 327-29. Pollock v. Farmers’ Loan & 
Trust Co., 157 U. S. 429 (1895), applied the same rule as to income from such 
obligations. 

45 47 Stat. 178 (1932), 26 U.S. C. Supp. VII § 22(4) (1933). A similar pro- 
vision has been present in all the recent Federal Income Tax Acts. 

46 3 F. Supp. 743 (Ct. Cl. 1933). 

47 283 U.S. 279 (1931). 

48 66 F.(2d) 48 (C. C. A. 4th, 1933). 
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borrowing. On the other hand, as Denman v. Slayton *® demonstrates, 
economic reasoning may be discarded when it might explain away a 
useful distinction, and the present case might have been distinguished 
from cases of direct obligations of the government by the fact that the 
immediate source of payment was not the state.*° 

United Trust Co. of New York v. Anderson ** presented a clearly un- 
justifiable claim to immunity. The plaintiff sought to exempt from 
taxation the interest received on an award for state-condemned land. 
The court found that this was not income from an “ obligation of a 
state’. Inasmuch as the state can force the individual to accept this 
type of obligation, whose amount is jury-determined, the tax could not 
conceivably burden the eminent domain power, and the decision seems 
patently sound. 

When are Obligations Taxed. The Court of Claims was recently faced 
with the problem of whether non-taxable income may be reached by re- 
quiring its inclusion in the computation of a permitted deduction.” 
The Revenue Act of 1926 ** allowed a net loss for the preceding year to 
be carried over but required the inclusion of exempt income received 
in that year in the computation. The taxpayer argued that such dimi- 
nution of his deductible loss was in effect a tax on the exempt in- 
come and therefore unconstitutional. The court, however, reasoned 
that the carry-over of net losses was a privilege which Congress could 
limit to deficiencies in fact sustained and therefore upheld the statute. 
The case may be distinguished from National Life Insurance Co. v. 
United States,°* and Missouri ex rel. Missouri Ins. Co. v. Gehner,*® 
reaching a different result, since in both the receipt of the exempt in- 
come had no effect on the amount of reserves upon which the deduction 
privileges were based; in the present case, however, all of the taxpayer’s 
income would necessarily be taken into account to determine the true 
net loss which was the subject of the deduction privilege. Although 
not very substantial, the distinction is important in view of the Supreme 
Court’s recent willingness to limit the effect of cases decided when there 


49 282 U. S. 514 (1931); see Brown, supra note 8, at 257. The case upheld a 
federal statute denying the deduction privilege to interest on money borrowed for 
purchasing securities the interest on which was not subject to the Federal Income 
Tax. The decision seems to discourage the use of an important means of state 
disposal of its securities. 

50 This fact was relied on heavily by the dissenting opinion. See 66 F.(2d) 48, 
52 (C. C. A. 4th, 1933). 

51 65 F.(2d) 575 (C. C. A. 2d, 1933), cert. denied, 54 Sup. Ct. 120 (1933). 

- 52 ee Fire & Marine Ins. Co. v. United States, 3 F. Supp. 655 (Ct. 
1933). 

53 44 Stat. 17 (1926), 26 U. S. C. Supp. I §937(a)(5) (1928). This section, 

re reénacted in the Revenue Act of 1932, was repealed in 1933. 48 STAT. 209 
1933). 

54 277 U. S. 508 (1928), holding that Congress could not deny an exemption 
privilege to the extent that income from state and municipal bonds had been re- 
ceived. But cf. Denman v. Slayton, 282 U.S. 514 (1931), note 49, supra. 

55 281 U. S. 313 (1930), denying a state the right to reduce a permissive de- 
duction by the amount of federal obligations owned. 
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was greater zeal to search out and condemn legislative intention to reach 
exempt income.*® 

The taxpayer’s ingenious suggestion that a salary paid in Liberty 
Bonds was tax-exempt found no favor with the Court of Appeals for 
the Third Circuit.°7 The court regarded the tax as falling upon the 
income as an economic benefit rather than upon the medium of pay- 
ment, and hence decided that neither the principal nor interest of the 
bonds was taxed in contravention of the statutory exemption. 


B. Taxation of Interstate Commerce 


The states cannot tax interstate commerce as such; this is the pro- 
fessed formula for decision of cases in this field. Yet it has been long 
recognized that the states, may, to some degree, tax interstate commerce 
if they proceed in approved fashion.®* Recent decisions, although re- 
iterating the primary doctrine, have for the most part found it inappli- 
cable because the state had been careful to select a subject for the 
tax bordering upon, but not quite within, the confines of interstate 
commerce. 


1. The Subject of the Tax — What is Interstate Commerce 


A number of recent cases serve to emphasize the fact that most ac- 
tivities relative to goods in the state of origin may be taxed, and that 
the same will generally hold true of goods stored for independent local 
advantage in the taxing state. Thus, several decisions have established 
that local storage of gasoline imported for subsequent consumption in 
operating interstate carriers, furnishes a basis for the state tax. In the 
first of the two most recent decisions on this point, Nashville, Chat- 
tanooga & St. Louis Ry. v. Wallace,®® the appellant imported and stored 
gasoline in Tennessee, later withdrawing it for use in operating both 
interstate and intrastate trains. The Tennessee gasoline tax was worded 
to apply to storage of gasoline and its withdrawal for sale or other use. 
Sustaining the tax as to the railroad, the Supreme Court found that the 
interstate movement consequent on the importation of the gasoline 
ended with its storage. Carson Petroleum Co. v. Vial ® furnished no 
great obstacle to this result, since the gasoline there stored and taxed 


56 Cf. Powell, An Imaginary Judicial Opinion (1931) 44 Harv. L. Rev. 889; 
Brown, supra note 8, at 256-60. 

57 Hitner v. Lederer, 63 F.(2d) 877 (C. C. A. 3d, 1933). 

58 See Powell, Contemporary Commerce Clause Controversies over State Taxa- 
tion (1928) 76 U. or Pa. L. REv. 773, 774. 

59 288 U. S. 249 (1933). 

6° 279 U.S. 95 (1929). The gasoline was of special manufacture intended only 
for foreign distribution, storage intervening for a short period before trans-ship- 
ment. The decision disapproved General Oil Co. v. Crain, 209 U. S. 211 (1908), 
which had upheld a tax under substantially similar conditions. 
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had neither origin nor destination in the taxing state. Helson v. Ken- 
tucky ®* seems equally distinguishable, because the gasoline taxed was 
present in the taxing state only during its use in running interstate 
ferries. In the present case, the fact that some of the fuel was to be 
employed in trips entirely intrastate was thought by the Court to for- 
tify the result, but that this factor was not necessary is shown by the 
subsequent decision in Edelman v. Boeing Air Transport. Here the 
company imported and stored gasoline for use ultimately in operating 
its interstate planes. The gallonage tax imposed was, by the terms of 
the statute, on the use or sale within the state. But the Supreme Court, 
relying on the assurance of counsel that the tax was administered on 
withdrawal from storage,** employed the reasoning of the Wallace case 
to uphold it.** Of course, the tax must here be paid from the proceeds 
of interstate business; but where the levy is upon a proper subject, 
this factor is not material.® 

Similar considerations were invoked to decide two cases involving 
taxation of activities forming a part of the interstate marketing of cotton 
grown in the taxing state. ‘In Federal Compress & Warehouse Co. v. 
McLean, a foreign corporation was held to have been properly sub- 
jected to a state tax on the compressing and warehousing of cotton, most 
of which ultimately moved in interstate commerce. The Court, stressing 
the fact that the cotton for such shipments was not ascertained during 
storage, found that the interstate movement did not commence until 
after withdrawal from the warehouse,®’ although the railroad granted 
through rates, via the warehouse, for interstate shipments.®* The 


61 279 U.S. 245 (1929). 62 289 U. S. 249 (1933). 

63 See Kauper, State Taxation of Interstate Motor Carriers (1933) 32 Micn. 
L. REv. 1, 30, N.110. 

64 A sales tax on gasoline sold to an interstate carrier had previously been up- 
held. Eastern Air Transport v. South Carolina Tax Comm., 285 U. S. 147 (1932), 
(1932) 32 Cox. L. Rev. 903. In Monamotor Oil Co. v. Johnson, 54 Sup. Ct. 575 
(1934), an Iowa tax on gasoline used within the state was upheld as applied to 
gasoline in the process of importation to distributing points. The Court reasoned 
that the tax actually fell on the use for automobile propulsion, which would take 
place after the interstate movement had ceased, and that the importer was a mere 
agent for collection. Cf. Gregg Dyeing Co. v. Query, 286 U. S. 472 (1932); Pierce 
Oil Corp. v. Hopkins, 264 U.S. 137 (1924). So construed the tax was valid under 
Sonneborn Bros. v. Cureton, 262 U.S. 506 (1923), and the Wallace case. 

65 Cf. United States Glue Co. v. Town of Oak Creek, 247 U.S. 321 (1918); 
Bass, Ratcliff & Gretton, Ltd. v. State Tax Comm., 266 U. S. 271 (1924). 

86 54 Sup. Ct. 267 (1934). 

67 Cf. Coe v. Errol, 116 U. S. 517 (1886) (logs stored to await high water for 
interstate shipment held taxable) ; Bacon v. Illinois, 227 U.S. 504 (1913) (grain 
stored for cleaning and weighing before continuing interstate transit held taxable) ; 
see Note (1932) 42 YALE L. J. 94. But cf. Champlain Realty Co. v. Brattleboro, 
260 U. S. 366 (1922) (logs retained in mouth of stream for high water to enable 
interstate movement held not subject to state tax) ; Hughes Bros. Timber Co. v. 
Minnesota, 272 U.S. 469 (1926) (some of logs not yet in water — tax sustained) ; 
see Powell, supra note 58, at 780-83. 

68 The contract designation of appellant as the railroad’s agent was also 
Cf. Superior Oil Co. v. Mississippi ex rel. Knox, 280 

390 (1930 
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Federal Compress case was subsequently relied upon in sustaining a 
municipal license tax on the buying or selling of cotton within the city 
limits.°° The tax was challenged by complainant because approxi- 
mately go per cent of his purchases were made to fill orders already 
obtained from out-of-state buyers. The Court found that the entire 
activity in question was essentially local, even though the buyer had 
foreign orders in mind when making his purchases, and that the super- 
vening storage process was sufficient to separate the transactions from 
interstate commerce. In view of the warning already given in Minne- 
sota v. Blasius™° that the standards for defining interstate commerce 
for taxation and for regulation purposes are not the same, the differen- 
tiation of decisions denying a state the right to regulate local purchases 
of grain for interstate movement ” is not surprising.7* Since the burden 
of the instant tax upon interstate commerce is certainly remote, the de- 
cision is commendable and the same result would seem desirable even 
were the local storage factor absent.”* 


2. The Measure of Franchise Taxes 


Valuation of the privilege to do intrastate business affords the states 
some opportunity for reaching by their taxes capital actually involved 
in interstate commerce. Since 1910 the Court has been ready to regard 
the substance of what is taxed by this device but has generally upheld 
the measure unless satisfied that it has the vice of touching assets be- 
yond the state’s jurisdiction, or that it results in a burden so great as 
substantially to handicap the interstate activity. The commerce clause 
is said to include these tests, although they are primarily dictated by 
the Fourteenth Amendment.** However, Anglo-Chilean Nitrate Sales 


69 Chassaniol v. City of Greenwood, 54 Sup. Ct. 541 (1934); (1933) 43 YALE 
L. J. 337. 

70 290 U.S. 1 (1933); (1933) 17 Munn. L. Rev. 826. In this case a livestock 
trader in the St. Paul market was held properly taxed on cattle in his possession 
on tax day, although his usual practice was to continue the interstate movement 
of the cattle by sale to out-of-state buyers. The Supreme Court, in reversing the 
state court which had held the tax invalid, decided that the interval between pur- 
chase and resale, in which the cattle were held locally for the trader’s benefit, 
coupled with the possibility of resale within the state, were sufficient to break the 
interstate movement. Decisions establishing that stockyard dealings as a whole 
are sufficiently interstate commerce to be subject to federal regulation (Swift & Co. 
v. United States, 196 U. S. 375 (1905) ; Stafford v. Wallace, 258 U. S. 495 (1922)) 
were distinguished as based on different considerations. See 290 U. S. at 7-8. 

71 Lemke v. Farmers Grain Co., 258 U.S. 50 (1922) ; Shafer v. Farmers Grain 
Co., 268 U.S. 189 (1925). See Powell, supra note 58, at 958-59. 

72 The decision represents a somewhat different attitude than was evidenced 
_ by a refusal to sustain an excise on a purchase of goods for export to fill a foreign 
order. A. G. Spaulding & Bros. v. Edwards, 262 U. S. 66 (1923). 

73 See (1933) 43 YALE L. J. 337, 339. In Bickell v. Lee, 5 F. Supp. 720 (N. D. 
Fla. 1934), a Florida tax on all sales of stock within the state was held to burden 
interstate commerce as to sales executed on foreign exchanges, where no book 
transfer of shares was made within the state. The decision was rested solely on 
jurisdictional grounds. 

74 See Powell, supra note 58, at 775, 963-64. 
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Corp. v. Alabama‘ was decided upon fundamental commerce doc- 
trines. A franchise tax on all foreign corporations doing business within 
the state based on capital employed within the state was declared invalid 
as applied to a corporation which possessed an unexercised franchise to 
do intrastate business but whose only capital within the state was im- 
ports sold in original packages. Invoking the state court’s previous con- 
struction of the tax as on the actual doing of business rather than the 
privilege, the majority took the position that, in substance, sales of im- 
ports in the original packages were taxed, in violation of the rule of 
Brown v. Maryland."* ‘The decision suggests that actual intrastate 
business, rather than the bare privilege to perform it, is a necessary basis 
for a tax measured in this fashion. Probably it expresses a belief that 
without this element the tax is apt to be disproportional to the privilege 
conferred; ** such a view has the support of a previous decision."* The 
fact that the activity concerned was importing rather than interstate 
commerce may furnish a distinction from decisions sustaining taxes 
on franchises to do intrastate business measured by capital employed in 
interstate commerce within the state.”® But the dissent, construing the 
tax as on the privilege, invoked these decisions, as well as intergovern- 
mental immunity cases *° to support the propriety of the measure 
employed. 

The Illinois Supreme Court’s recent decision that a minimum annual 
exaction on foreign corporations possessing licenses to perform intrastate 
business could not, for jurisdictional reasons, be properly measured by 
total issued capital stock ** seems clearly dictated by prior authorities.** 


75 288 U.S. 218 (1933), (1933) 46 Harv. L. Rev. 1024, (1933) 42 YALe L. J. 


63. 

76 12 Wheat. 419 (U.S. 1827). This rule no longer extends to interstate com- 
merce. Sonneborn Bros. v. Cureton, 262 U. S. 506 (1923); see Sharp, Movement 
in Supreme Court Adjudication— A Study of Modified and Overruled Decisions 
(1933) 46 Harv. L. REv. 361, 604-10. 

77 Cf. Morrison, Some Recent Decisions on the Law of Taxation (1934) 22 
Cautr. L. REv. 277, 293-04. 

78 Ozark Pipe Line Corp. v. Monier, 266 U.S. 555 (1925). This decision held 
invalid a privilege tax, measured by capital stock and surplus employed within the 
state, as applied to a corporation whose sole activities were found to be interstate 
commerce but which possessed a franchise to perform intrastate business. 
Powell, supra note 58, at 791-92. Detroit Internat. Bridge Co. v. Corp. Tax Appeal 
Board of Mich., 287 U. S. 295 (1932), sustained a privilege tax measured by total 
capital and surplus because the complaining interstate business possessed an unex- 
ercised franchise to perform local business. But the case may be of limited effect 
due to the fact that the corporation was chartered by the taxing state. 

79 Ficklen v. Shelby County Taxing Dist., 145 U. S. 1 (1892); Hump Hairpin 
Mfg. Co. v. Emmerson, 258 U. S. 290 (1922) ; Western Cartridge Cc. v. Emmerson, 
281 U. S. 511 (1930). This seems the only possible ground for distinguishing the 
Ficklen case, where the sole activities within the state by which the tax was meas- 
ured were interstate commerce. 

80 Principally Flint v. Stone Tracy Co., 220 U. S. 107 (1911); Educational 
Films Corp. v. Ward, 282 U. S. 379 (1931) 5 Pacific Co. v. Johnson, 285 U. S. 480 
(1932). The use of these decisions is of some significance since the considerations 
in the two fields have generally been regarded as very different. 

81 St. Louis Southwestern Ry. v. Stratton, 353 Ill. 273, 187 N. E. 498 (1933), 
cert. denied, 54 Sup. Ct. 458 (1934), (1934) 82 U. or Pa. L. Rev. 396. 

82 Western Union Tel. Co. v. Kansas, 216 U.S. 1 (1910) ; Cudahy Packing Co. 


F 
a 
J 
if 
‘a 
f 
He 
a 
@ 
i 
of 
} 
4 
{ 


HARVARD LAW REVIEW [Vol. 47 


3. Taxes Discriminating against Interstate Commerce 


Most clearly justifiable of the limitations on state taxing power ju- 
dicially discovered in the commerce clause, is the prohibition of the 
state tax which, by its wording or application, discriminates against 
interstate business. However, two recent decisions indicate that inci- 
dental discrimination resulting from application, especially if coupled 
with administrative necessity and lack of apparent wrongful legislative 
motive, may be tolerated. In Liggett Co. v. Lee,®* the contention that 
a state license tax measured in part by goods stored in either retail stores 
or their local warehouses discriminated against interstate commerce as 
to those stores in the habit of purchasing goods from foreign wholesalers, 
received little sympathy. Since the practice necessitates a greater local 
storage than would direct buying from local wholesalers the argument 
was not unfounded, but finding no legislative intention to discriminate, 
the Court upheld the tax. 

Administrative necessity was invoked by the Mississippi court ** to 
sustain a statute which taxed retail sales of tobacco by means of stamps 
which could be affixed only by wholesalers.*® A local retailer claimed 
that there was discrimination due to the expense of taking goods im- 
ported from foreign manufacturers to local wholesalers for stamping. 
The court in denying the claimant’s petition for the opportunity to 
stamp such goods himself, stressed the right accorded foreign manu- 


facturers by the act to obtain and affix the stamps to their products. 
That foreign dealers may avoid discrimination against their goods by 
performing a local function has not been received with favor by the 
Supreme Court as a justification for unequal treatment.** But the 
burden here involved is not as great, and the administrative necessity is 
perhaps clearer than they were in the case of the substantially similar 
regulation which met an unhappy demise in Minnesota v. Barber.** 


v. Hinkle, 278 U. S. 460 (1929). General Ry. Signal Co. v. Virginia, 246 U. S. 500 
(1918), relied on by the dissent, has been discredited by later cases. 

83 288 U.S. 517 (1933). 

84 Mississippi State Tax Comm. v. Flora Drug Co., 167 Miss. 1, 148 So. 373 
(1933). The court relied on evidence that evasion and administrative expense made 
the previous method of collection through retailers unsatisfactory. Jd. at 21-23, 
148 So. at 376-77. 

85 A local retailer, receiving tobacco products from extra-state sources was re- 
quired to present them to a local wholesaler for stamping, within 24 hours. 

86 Cf. Chalker v. Birmingham & N. W. Ry., 249 U. S. 522 (1979) (statute 
providing larger tax on foreign corporations having their principal office outside 
the state held invalid as discriminating against foreign corporations) ; Bethlehem 
Motor Corp. v. Flynt, 256 U. S. 421 (1921) (statute providing lower license tax 
for corporations having three-fourths of their assets invested in bonds of the state 
or its subdivisions or in local property returned for taxation, held invalid). 

87 136 U. S. 313 (1890) (invalidating prohibition of sale of meat within state 
unless inspected by state officials within 48 hours before slaughter). But cf. Turner 
v. Maryland, 107 U. S. 38 (1883) (upholding statute requiring inspection of tobacco 
to be shipped out of state, for purpose of enhancing reputation of locally-grown 
tobacco); New Mexico ex rel. McLean & Co. v. Denver & Rio Grande R. R., 203 
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4. Taxation of Interstate Carriers as Compensation for the Use of 
State Roads 


Although a state may not tax interstate carriers for the privilege 
of doing purely interstate business, it may exact a non-discriminatory 
levy upon them for the use of its roads.** Since the compensatory 
nature of such a fee is its justification, this attribute must be established, 
and the tax must be reasonably related to the extent of use.*® In 
Hicklin v. Coney,®° a license fee, based on carrying capacity, was sus- 
tained as applied to interstate trucking. The statute provided for 
segregation of the proceeds for highway maintenance, and the state 
court had said that the tax was intended as compensation for highway 
use. Accepting these declarations of purpose, the Supreme Court found 
that the carrying capacity basis bore a reasonable relation to use, a 
question of some doubt under prior decisions holding that seating ca- 
pacity of busses was not a proper measure.** 


C. Due Process and Equal Protection 


1. Jurisdiction to Tax 


Since the recent decisions of the Supreme Court eliminating multiple 
inheritance taxation of intangibles,®* there has been much speculation 


as to how far the trend towards a single tax on a single interest will carry 
the courts.°* The cases of the past year reveal an encouraging effort to 


U. S. 38 (1906) (statute requiring inspection of brands of hides to be shipped out 
of state, to prevent theft, held valid). 

88 Clark v. Poor, 274 U. S. 554 (1927) ; see Powell, supra note 58, at 793-94. 

89 See Kauper, supra note 63, at 183-99; Note (1933) 42 Yate L. J. 402. 
Express segregation of proceeds for highway maintenance is apparently not neces- 
sary if the other elements are shown. See Kauper, supra note 63, at 188. 

90 290 U. S. 169 (1933). 

91 Sprout v. City of South Bend, 277 U. S. 163 (1928); Interstate Transit v. 
Lindsey, 283 U.S. 183 (1931) ; see Kauper, supra note 63, at 196-98. State ex rel. 
Board of R. R. Comm’rs v. Stanolind Pipe Line Co., 249 N. W. 366 (Iowa 1933), 
cert. denied, 54 Sup. Ct. 120 (1933), held invalid a statute which exacted of inter- 
state pipe line companies consent to the imposition of gross receipts taxes as the price 
for the privilege of using state highways. A gross receipts tax as applied to the 
complainant, which performed solely interstate business, would be unconstitutional. 
Meyer v. Wells, Fargo & Co., 223 U. S. 298 (1912); see New Jersey Bell Tel. Co. 
v. State Board of Taxes & Assessments, 280 U. S. 338, 346 (1930). The result seems 
clearly dictated by decisions to the effect that a state may not, as a condition of a 
privilege that it grants, exact of interstate carriers an agreement»to waive their 
constitutional rights. Western Union Tel. Co. v. Kansas, 216 U.S. 1 (1910) ; Frost 
& Frost Trucking Co. v. Railroad Comm. of Cal., 271 U. S. 583 (1926); see Note 
(1929) 42 Harv. L. Rev. 676, 677-78. 

92 Cf. Farmers Loan & Trust Co. v. Minnesota, 280 U. S. 204 (1930) ; Baldwin 
v. Missouri, 281 U. S. 586 (1930) ; Beidler v. South Carolina Tax Comm., 282 U. S. 
1 (1930) ; First Nat. Bank of Boston v. Maine, 284 U. S. 312 (1932). 

93 In HARDING, DouBLE TAXATION OF PROPERTY AND INCOME (1933), this tend- 
ency is explained as the evolution of a new theory of interstate power to tax. 
Neither of the orthodox concepts of jurisdiction — the protection theory and the 
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define the territorial limitations on the taxing power with reference to 
practical considerations rather than to any capricious conceptualism. 
Inheritance Taxes. Most striking of the year’s developments was 
the ruling of the Supreme Court in Burnet v. Brooks,®* that the United 
States could impose an estate tax on the transfer of stocks and bonds 
located in this country and owned by a non-resident alien. Contrasted 


with the Court’s recent holdings that only the state of the decedent’s | 


domicil may levy an inheritance tax measured by his intangible prop- 
erty,®”° the case is an acknowledgment that the restrictions imposed on 
state powers of taxation represent an application of the Fourteenth 
Amendment to avoid the undesirable political and economic results of 
multiple taxation, rather than the evolution of new limitations on the 
concept of jurisdiction as commonly recognized in conflicts of laws.%* 
By limiting its own territorial jurisdiction the Federal Government 
would not only leave other nations free to tax on conflicting theories, but 
would destroy its bargaining power to negotiate remedial treaties or 
reciprocal legislation.®” 

The decision naturally raises the question, whether the states may 
tax intangible property of non-resident aliens situated within their 
boundaries. The California court has answered in the affirmative, up- 
holding an inheritance tax on stock in a domestic corporation, owned by 
a non-resident alien, where the certificates were in California.°* Some 
logical difficulty would, indeed, be involved in regarding the stock as 


present in the United States for the purpose of the federal tax, and 
yet not present within the state; moreover, in both cases the quid pro 
quo justifying the tax — the protection afforded the certificates located 
within the taxing government’s boundaries — is the same.®® On the 
other hand, a literal reading of the language in the Brooks case as to 
the existence of an intrinsic difference in the taxing jurisdiction of the 
state and national governments would justify an opposite conclusion. 


control theory — can be reconciled with the state of the decisions. The new doc- 
trine, which Harding terms the “integration theory ”, assumes the desirability of 
taxation of the same legal interest by only one state, and recognizes jurisdiction in 
that state with whose economic organism the person, property, or act which is the 
subject of the tax has become identified. 

94 288 U. S. 378 (1933). See Note (1933) 47 Harv. L. REv. 307. 

95 See cases cited in note 92, supra. 

96 See 1 CooLey, TAXATION (4th ed. 1924) § 19; Note (1930) 29 Micn. L. Rev. 
93, 96. 
®7 The distinction drawn in the Brooks case between the due process require- 
ments of the Fourteenth and Fifth Amendments is not unprecedented. Cf. United 
States v. Bennett, 232 U.S. 299 ‘1914); Cook v. Tait, 265 U. S. 47 (1924); Frick 
v. Pennsylvania, 268 U. S. 473 (1925). 

98 In re McCreery’s Estate, 29 Pac.(2d) 186 (Cal. 1934). By a statute which 
has not yet been judicially tested, Massachusetts also seeks to impose a similar tax. 
See House No. 1318, amending Mass. Gen. Laws (1932) c. 65A, § 1, as amended 
by Mass. Acts 1932, c. 284. 

99 Compare cases cited in note 97, supra, where the Federal Government could 
distinguish its jurisdiction from that of the states on the ground of the protection 
afforded its citizens abroad. 
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And this position would be supported by the arguments against double 
taxation, here unembarrassed by fears of encumbering the bargaining 
powers of the Federal Government. q 
Income Taxes. A recent New York case *° indicates the tendency to ‘a 
extend the doctrine of a single tax upon the same interest to income 
taxation. The court decided that rents received by a resident from 
foreign land were not subject to the local income tax, but that profits 
from the sale of such land could be so taxed. The Supreme Court has 
held that a state may tax the profits derived by a non-resident from 
business and property within the state; *°' further, that income from 
sources outside the state, when received by a resident, is taxable.’° a 
But the only decisions bearing on the jurisdiction of the domiciliary 
state concerned income from a trust fund and from outside business. i 
And whether or not these cases withstand the current hostility to double a 
taxation,’°* a tax on rents is so nearly a tax on the land itself that there uw 
seems ample ground for limiting such a levy to the state wherein the 
property is located.*°* Why profits from the sale of land should have a 
been distinguished is not clear. The court argued that capital gains are . 
different from rents because they are the product of the combination of . 
several factors, including capital investment and entrepreneurial skill.’ 
But since both rent and profits seem attributable to their economic | 
environment, the state of situs of the property should have the superior a 
claim to tax. 106 
Domenech v. United Porto Rican Sugar Co.’™ is apparently the first a 
direct holding that the state of the debtor’s domicil cannot tax the a 
interest on a loan made by a non-resident.*°%* Like the preceding case, it 
associates jurisdiction to tax income with jurisdiction to tax the property 


100 Matter of Pierson v. Lynch, 237 App. Div. 763, 263 N. Y. Supp. 259 (1933), 4 
aff'd, sub nom. People ex rel. Pierson v. Lynch, 189 N. E. 684 (1933); see (1934) a 
43 YALE L. J. 851. i 

101 Shaffer v. Carter, 252 U. S. 37 (1920); Travis v. Yale & Towne Mfg. Co., 
252 U. S. 60 (1920); cf. DeGanay v. Lederer, 250 U. S. 376 (1919) (federal tax; 
non-resident alien) . 

102 Maguire v. Trefry, 253 U. S. 12 (1920) ; Lawrence v. Mississippi, 286 U. S. 
276 (1932), (1932) 42 YALE L. J. 283. 

103 HARDING, op. cit. supra note 93, at 216 et seq., deems the Maguire case as 
well as the Lawrence decision inconsistent with the principle involved in the cases 
seeking to eliminate double taxation, and sees hope that both will be overruled. a 
But see Ross v. McCabe, 61 S. W.(2d) 479 (Tenn. 1933). i” 

104 Cf, Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429, 581 (1895); 158 i” 
U. S. 601 (1895); Opinion of the Justices, 220 Mass. 613, 624, 108 N. E. 570, 574 
(1915); Redfield v. Fisher, 135 Ore. 180, 190, 292 Pac. 813, 816 (1930). The New 
Hampshire court, in an advisory opinion, has reached the same result.as the present 
case. Opinion of the Justices, 84 N. H. 559, 149 Atl. 321 (1930). 

105 See Willcuts v. Bunn, 282 U.S. 216, 228 (1931), cited with approval in the 
instant case. 

106 Compare Hutchins v. Commissioner of Corp. & Tax., 272 Mass. 422, 172 
N. E. 605 (1930), which held that income from the sale of securities could be taxed 
only at the situs established for such securities. See nagar State Jurisdic- 
tion of Income for Tax Purposes (1931) 44 Harv. L. REv. 1075, 1 

se 62 F.(2d) 552 (C.C.A. 1st, 1932), cert. denied, 53 Sup? Ct6 656 (1933). 

8 See HARDING, op. cit. supra note 93, at 168-72. 


7 


1224 HARVARD LAW REVIEW [Vol. 47 


from which income is derived, and relies on the holding of Farmers Loan 
& Trust Co. v. Minnesota,’ that a debt is taxable only at the domicil 
of the creditor. Although economically the claim of the state where 
money is profitably invested is strong, the decision seems fair, since the 
courts have consistently treated debts as comprising a distinct legal 
interest for tax purposes,’’° and since the earnings of the borrowed 
money are taxed to the debtor. 

Property Taxes. In Baltimore v. Gibbs *™ the capitalized value of 
the life interest of a resident cestui que trust in intangible property held 
in trust in Pennsylvania was declared not subject to a Maryland property 
tax. Recognizing that there was no authority in point, the court rea- 
soned that the tax amounted to an attempt to tax a portion of the corpus 
in violation of the doctrine of Safe Deposit Co. v. Virginia..* The 
result is by no means compelled by that case, which condemned only 
an attempt by the state of the beneficiary’s domicil to tax a trust res 
outside the state to non-resident trustees, and carefully left open the 
question of power to tax the cestuis’ property right as such. The de- 
cision indicates that the same property cannot be taxed to both the 
cestui and the trustee on the ground of their separate interests. Al- 
though this proposition may be economically desirable, it appears incon- 
sistent with the language and decision in Maguire v. Trefry.\* And 
an opposite result would be indicated by analogy to the distinct interests 
recognized in the case of debts 1"* and of corporate assets.1" 

In Commonwealth v. Imperial Coal Sales Co.,'"* a Virginia corpora- 
tion with its main office in that state operated as a sales agency for 
West Virginia mines. No coal was sold in Virginia, and shipments were 
made directly from the mines to buyers in other states. The Virginia 
court held that the corporation was not subject to a local capital tax 
on its excess of accounts receivable and money on hand and on deposit. 
Although the court talked of a burden on interstate commerce, the 
question seems one of jurisdiction; property is not exempt from taxation 
merely because it is employed in an interstate business.1‘7 The decision 


109 280 U. S. 204 (1930). 

110 Thomas v. Mason County Court, 4 Bush 135 (Ky. 1868); see HaRpINc, 
loc. cit. supra note 108. 

111 x71 Atl. 37 (Md. 1934). 

112 280 U.S. 83 (1929). 

113 253 U.S. 12 (1920) ; see Rowe v. Braden, 126 Ohio St. 533, 186 N. E. 392 
(1933); cf. Hunt v. Perry, 165 Mass. 287, 43 N. E. 103 (1896); Im re Leonard’s 
Estate, 21 Pac.(2d) 195 (Ore. 1933). Unless there is recognized in the cestui a 
separable equitable interest taxable at his domicil, the Maguire case seems incon- 
sistent with the tendency to associate jurisdiction to tax income with jurisdiction 
to tax the property from which it is derived. See note 103, supra. 

114 See note 110, supra. 

115 See Rottschaefer, State Jurisdiction to Impose Taxes (1933) 42 YALE L. J. 
305, 328. 

116 167 S. E. 268 (Va. 1933), (1933) 19 Va. L. Rev. 652; rehearing granted, 
March 30, 1933. 

117 Adams Express Co. v. Ohio State Auditor, 165 U. S. 194 (1887); Krauss 
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ignored the Supreme Court holding *** that a state may tax intangible 
property of a domestic corporation even though the corporation does — 
no business and has no tangible property within the state. Moreover, 
the present case would seem well within the rule that the domiciliary 
state may tax intangible property which has not acquired a business 
situs elsewhere.?® The result of the decision is that the property will 
apparently escape state taxation entirely. 

Nickey v. State ?*° upheld a statute imposing personal liability for 
state property taxes on a non-resident. The majority opinion, recogniz- 
ing the existence of considerable opposing authority,'** claimed that 
mere notice and an opportunity to defend gave proper basis for the 
liability. The dissent, denying that temporary presence was a suf- 
ficient basis of jurisdiction, seems correct.’*? 

Franchise Taxes. Southern Realty Co. v. McCallum 1° is apparently 
the first case to uphold the inclusion of long-term indebtedness as well 
as capital stock and surplus in the measure of a franchise tax. The court 
felt the measure to be justified by the practice of many corporations of 
minimizing their taxes by issuing small amounts of stock and supple- 
menting their capital with large bond issues. Since none of the plaintiff 
corporations proved that the standard was arbitrarily disproportionate 
to the privilege enjoyed,!** the scheme was deemed prima facie sus- 
tainable. 

A statute providing for a minimum franchise fee varying with the 
amount of issued capital stock was held invalid in St. Louis S.W. Ry. v. 
Stratton 1° as an attempt to tax property beyond the jurisdiction. The 
reasoning of the dissent that, although the levy must be reasonable, the 
potential value of the privilege may be considered, is convincing,’** but 
the factor of interstate commerce involved in the case brings with it a 
heritage of dogmatism which probably compelled the result.1*7 

Many of the problems regarding franchise taxes could be avoided by 
provision for an alternative measure such as that of the New York stat- 


Bros. Lumber Co. v. Board of Assessors, 148 La. 1057, 88 So. 397 (1921); see I 
CooLtey, TAXATION § 386. 

118 Cream of Wheat Co. v. Grand Forks County, 253 U. S. 325 (1920). 

119 Kirtland v. Hotchkiss, roo U. S. 491 (1879); Fidelity & Columbia Trust 
Co. v. Louisville, 245 U.S. 54 (1917). 

120 145 So. 630, 146 So. 859 (Miss. 1933). 

121 Cf, Dewey v. Des Moines, 173 U.S. 193 (1899) ; New York v. McLean, 57 
App. Div. 601, 68 N. Y. Supp. 606 (1901), aff'd, 170 N. Y. 374, 63 N. E. 380 
(1902) ; see Ann Cas. 1913D, 342. 

122 See Beale, Jurisdiction to Tax (1919) 32 Harv. L. REv. 587; 590. 

123 65 F.(2d) 934 (C.C. A. 5th, 1933), cert. denied, 54 Sup. Ct. 127 (1933). 

124 A proportionate part of the capital stock and surplus or of the income may, 
of course, be used as the basis for such a tax. Cf. Hump Hairpin Mfg. Co. v. 
Emmerson, 258 U.S. 290 (1922) ; National Leather Co. v. Massachusetts, 277 U. S. 
413 (1928); Educational Films Corp. v. Ward, 282 U. S. 379 (1931). 

125 353 Ill. 273, 187 N. E. 498 (1933). 

126 See Mr. Justice Brandeis, dissenting, in Cudahy Packing Co. v. Hinkle, 278 
U. S. 460, 470 (1929). 

127 See note 82, supra. 
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ute, which enacts that where the stipulated formula, based on the pres- 
ence of specific assets within the state, does not properly accord with 
local corporate activity, the tax commission may adjust the fee on the 
basis of business done within the state. The New York statute recently 
received judicial approval, in United Advertising Corp. v. Lynch.'** 


2. Classification and Exemptions 


Discrimination Based on Different Competitive Position. The rather 
vague test upon which the validity of most tax classification must rest 
under the Fourteenth Amendment was recently summed up by Mr. 
Justice Stone in the succinct statement that “ the equal protection 
clause does not forbid discrimination with respect to things that are 
different ”.1°° The state may impose varying rates; but it must satisfy 
the Court that the classification is reasonably related to factual differ- 
ences between the subjects.‘*° Under this requirement only one of two 
attempts to segregate the national chain store for tax purposes has been 
sustained by the Supreme Court. A tax graduated by number of stores 
was upheld, the majority invoking differences in merchandising methods 
to justify the discrimination.**' But in Liggett Co. v. Lee ‘** the Court, 
again divided, could not countenance an additional graduation based on 
the location of stores in more than one county, saying that geographical 
distribution was not a reasonable basis for classification. Apparently 
the tax was an attempt to favor the local chain,1** and Mr. Justice 
Brandeis and Mr. Justice Cardozo, in dissent, could find nothing in the 
Constitution which required the Court to interfere with a state policy 
of offsetting in this manner the superior competitive position of large 
corporations.*** 


128 7 F, Supp. 302 (S. D. N. Y. 1932), aff'd, 63 F.(2d) 243 (C. C. A. 2d, 1933). 

129 See Puget Sound P. & L. Co. v. Seattle, 54 Sup. Ct. 542, 545 (1934). 

1380 See Powell, Supreme Court Condonations and Condemnations of Discrimina- 
tory State Taxation, 1922-1925 (1926) 12 VA. L. Rev. 441-44; Howard, The Su- 
preme Court and State Action Challenged under the Fourteenth Amendment, 
1930-1931 (1932) 80 U. oF PA. L. REv. 483, 489. 

181 State Board of Tax Comm’rs v. Jackson, 283 U. S. 527 (1931). Whether 
the type of tax there sustained can be applied to gasoline filling stations is a re- 
cently controverted question. In Standard Oil Co. of N. J. v. Fox, U. S. L. Week, 
March 27, 1934, at 636 (S. D. W. Va. 1934), the court held that the factual differ- 
ences which had justified the discrimination as to chain stores were not present in 
the selling of gasoline, and the application of the tax to filling stations was uncon- 
stitutional. Accord: Wadhams Oil Co. v. State, 245 N. W. 646, 246 N. W. 687 
(Wis. 1933). Contra: Midwestern Petroleum Corp. v. State Board of Tax Comm’rs, 
187 N. E. 882 (Ind. 1933). 

182 288 U.S. 517 (1933), (1933) 33 Cor. L. REv. 754. 

183 See (1932) 46 Harv. L. Rev. 155-56. 

134 Broad River Power Co. v. Query, 288 U. S. 178 (1933), upheld a state tax 
on the production of electricity by steam or water power, but exempting its pro- 
duction by internal combustion engines. The fact that plants operating by steam 
or water power were competing large scale producers, while internal combustion 
plants were comparatively small, was employed to justify the discrimination. Com- 
pensation for the use of natural resources was thought an added justification for 
different treatment. 
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Puget Sound P. & L. Co. v. Seattle **° involved different municipal 
tax burdens on competing private and city-owned utilities. The ordi- 
nance in question was, by its terms, applicable equally to the municipal 
utility, but contracts with bondholders probably would preclude pay- 
ment.1®° The privately-owned plant complained that even if the tax 
were paid by its competitor, the result would be merely a book transfer 
of assets already the defendant’s property and thus no burden. As- 
suming this to be true, the majority said that inherent differences in 
the purpose and operation of the two types of ownership were sufficient 
basis for the imposition of unequal taxes.‘**7 The concurring Justices 
argued that if the tax applied equally to the municipally-owned plant, 
there was no discrimination, and if impairment of the obligation of con- 
tracts with bondholders forbade the payment of the tax, then discrimi- 
nation was a constitutional necessity, unobjectionable under the equal 
protection clause.'** This theory of constitutional necessity as a justi- 
fication for discrimination had been invoked by the Court shortly before 
in Union Bank & Trust Co. v. Phelps 1*° to save a state the necessity 
of taxing its banks at the lower rate to which, because of competition 
by other capital differently classified, national banks had previously 
been judicially reduced. 

A state grant of exemption to an insolvent utility was upheld by the 
Supreme Court in Williams v. Mayor and City Council of Baltimore.'*° 
The undoubted power of a state to stimulate an infant industry in 
this fashion was thought to justify similar aid in times of economic 
distress.1*1 

Classification Based on Residence. The principle that a tax discrimi- 
nation based on residence alone is a denial of equal protection *** was 
applied in Bivins v. Board of Comm’rs of Waubaunsee County '** to in- 
validate a Kansas tax on property brought into the state after tax day, 
exempting new settlers who could show that they had been taxed thereon 


#85 54 Sup. Ct. 542 (1934). . 
136 The state court apparently assumed this to be the case. See Puget Sound 


P. & L. Co. v. Seattle, 172 Wash. 668, 671, 21 Pac.(2d) 727, 728 (1933); Note 
(1934) 34 Cor. L. REv. 324, 330. 

187 For a general survey of the problems arising from municipal competition 
with private reg see Note (1934) 34 Cor. L. REv. 324. 

138 In Raley & Bros. v. Richardson, 264 U. S. 157, 159-60 (1924), the Court 
summarily dismissed a contention that inability of a state to tax interstate business 
made the tax on local merchants an unconstitutional discrimination. 

139 288 U.S. 181 (1933). 

140 289 U. S. 36 (1933), (1933) 43 YALE L. J. 154. Because the complaining 
municipalities had no standing to invoke the equal protection clause, the statute 
was considered under the uniformity clause of the state constitution. However, 
requirements of the equal protection clause are practically the same. See (1933) 43 
Vate L. J. 154. 

141 For a summary of the extent of exemptions of this type, see Stimson, Stimu- 
lation of Industry through Tax Exemption (1933) 11 Tax Mac. 169. 

142 Cf. Travis v. Yale & Towne Mfg. Co., 252 U.S. 60 (1920) ; Smith v. Lough- 
man, 245 N. Y. 486, 157 N. E. 753 (1927), (1927) 37 Yate L. J. 117. 

143 66 F.(2d) 351 (C. C. A. roth, 1933). 
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for the year in another state. The state construction of the statute, 
limiting the exemption to residents only, was held unreasonable. A 
converse discrimination in favor of foreign corporations was held 
invalid by another circuit court in Weems v. Bruce.** An original 
higher rate on foreign concerns having been judicially declared invalid,*® 
they were then taxed, under the minimum provisions, at a lower rate 
than domestic corporations. In sustaining the objection of a resident 
taxpayer the court held necessary the enactment of a statute applicable 
equally to both classes. 

Retaliatory provisions of the Illinois tax on foreign insurance com- 
panies were recently construed not to require adopting the procedure of 
payment, as well as the rate, of the corporation’s state of domicil, 
whose tax on Illinois insurers was higher than the Illinois basic rate.**® 
The plaintiff was therefore allowed neither the privilege accorded by its 
state of payment in two installments, nor a reduction of its tax by the 
amount of interest representative of the value of that privilege. The 
court had previously held that the deduction scheme of the domiciliary 
must be followed; ‘** to allow the value of the privilege here claimed 
would produce a result more in harmony with a theory of conformity. 

Discrimination Based on Administrative Necessity. To offset com- 
petition from neighboring states caused by their lower gasoline taxes, 
an Arkansas statute adopted the novel expedient of reducing the tax in 
border towns to the rate in force in the adjoining state. Obviously, the 
provision would tend to shift a certain amount of business from vendors 
in the next concentric zone to border stations. In Bollinger v. Watson *** 
the Arkansas Supreme Court refused to hold that such discrimination 
invalidated the statute. The fact that loss of business to some dealers 
is inevitable as long as the rates in adjoining states are lower may 
justify the classification whose effect is merely to shift that loss to a new 
group,'*® and serve to differentiate the case from the discrimination by 
geographical location condemned in Liggett Co. v. Lee.1*° 


144 66 F.(2d) 304 (C. C. A. 1oth, 1933). 

145 Sneed v. Shaffer Oil & Ref. Co., 35 F.(2d) 21 (C. C. A. 8th, 1929). 

146 Pacific Mut. Life Ins. Co. of Cal. v. Lowe, 188 N. E. 436 (Ill. 1933). The 
Supreme Court has not recently passed on the propriety of retaliatory taxation 
under the Fourteenth Amendment, although an early case held it valid. Phila- 
delphia Fire Ass’n v. New York, 119 U. S. 110 (1886). Later decisions are thought 
to have cast doubt upon this case. See (1932) 45 Harv. L. Rev. 184, 185; (1933) 
42 Yate L. J. 785, 786. The Alabama court held such a statute unconstitutional 
as a denial of equal protection. State v. Firemen’s Fund Ins. Co., 223 Ala. 134, 
134 So. 858 (1931), (1932) 45 Harv. L. Rev. 184. 

147 Union Central Life Ins. Co. v. Lowe, 349 Ill. 464, 182 N. E. 611 (1932), 
(1933) 42 YALE L. J. 785. 

148 63 S. W.(2d) 642 (Ark. 1933), (1934) 82 U. or Pa. L. Rev. 281. 

149 Cf, Miller v. Schoene, 276 U.S. 272, 279 (1928). 

150 288 U.S. 517 (1933); see p. 1226, supra. 
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3. Motive and Purpose of the Tax *** 


Motive. Federal taxes, when purely revenue measures upon their 
face, have been upheld although their effect and motive were to regulate 
or destroy.1°? The Supreme Court recently applied this rule in A. Mag- 
nano Co. v. Hamilton ** to uphold a Washington statute imposing an 
allegedly prohibitive tax on the intrastate sale of butter substitutes, in 
order to restrict competition with the dairy industry. The Court con- 
sidered that decisions under the Fifth Amendment regarding the federal 
taxing power controlled attacks upon state taxation under the Four- 
teenth Amendment. Even assuming the rate to be prohibitive, the 
Court found nothing to remove the case from the rule of McCray v. 
United States,** and distinguished The Child Labor Tax Case *** on 
the ground that the regulatory motive was there obviously predominant; 
here the motive of destruction was thought merely incidental. A less 
drastic method of aiding the farmer, exemption from occupational taxes, 
has been recently sustained by the Supreme Court in Hicklin v. Coney.'*® 
A commercial vehicle license tax exempted “farmers or dairymen 
hauling dairy or farm products ”; the Court relied upon the assur- 
ance of state authorities that the provision would be applied only to 
those hauling their own products occasionally to justify the discrimi- 
nation.'** 

An opportunity to apply the foregoing principles is present in recent 
Congressional legislation for farm relief. The processing taxes imposed 
by the Agricultural Adjustment Act, designed to secure funds for bounty 
payments to farmers complying with the voluntary allotment plan, 
rather than to regulate the businesses taxed, seem essentially revenue 
measures.'°® Although their proceeds are to be used for production con- 


151 “ That requirement [public purpose] has regard to the use . . . to be made 
of the revenue derived from the tax, and not to any ulterior motive or purpose 
which may have influenced the Legislature in passing the act.” See A. Magnano 
Co. v. Hamilton, 54 Sup. Ct. 599, 601 (1934). 

152 McCray v. United States, 195 U.S. 27 (1904); cf. The Child Labor Tax 
Case (Bailey v. Drexel Furniture Co.), 259 U. S. 20 (1922); Hill v. Wallace, 259 
U.S. 44 (1922). 

153 54 Sup. Ct. 599 (1934). But cf. Field Packing Co. v. Glenn, 5 F. Supp. 4 
(W. D. Ky. 1933), aff'd, decree modified, 290 U. S. 177 (1933) (tax on oleomargarine 
invalid under the Kentucky constitution as destructive of the industry). 

154 195 U.S. 27 (1904). 

155 259 U. S. 20 (1922). 

156 290 U. S. 169 (1933). Accord: Anderson v. Thomas, 26 Pac. (aa). 60 (Ore. 
1933); cf. State ex rel. Stiner v. Yelle, 25 Pac.(2d) 91 (Wash. 1933) (farming not 
a." business ” within general occupational tax); Legis. (1934) 47 Harv. L. Rev. 
860, 861. But cf. Winter v. Barrett, 352 Ill. 441, 186 N. E. 113 (1933) (exemption 
of sales by farmers from general sales tax unconstitutional). 

157 It was on this basis that the Court distinguished Smith v. Cahoon, 283 U. S. 
553 (1931) (invalidating exemption of all persons engaged in hauling farm produce). 

158 See Jennings and Sullivan, Legal Planning for Agriculture (1933) 42 YALE 
L. J. 878, 902-03, 905. For a discussion of the economic aspects, see Kern, Federal 
Farm Legislation (1933) 33 Cor. L. Rev. 984, 1010-12. 
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trol, the absence of regulation by the levy itself could well serve to 
remove these taxes from the ban of The Child Labor Tax Case,'°*® espe- 
cially since compliance by the farmers is voluntary. Compulsory limi- 
tation of cotton production, however, is sought by the recent Bankhead 
Cotton-Control Bill,’° imposing a tax of 75 per cent on all cotton 
ginned above a certain quota. Since such a high rate could scarcely 
masquerade as revenue-securing, it is possible that it will be deemed 
invalid as obviously regulatory.’* 

Purpose. The still undecided question of whether a “ public pur- 
pose ” requirement limits federal taxation is raised anew by the process- 
ing taxes,'°? which were declared void by a district court in Hillsborough 
Packing Co. v. Wallace,‘** because one class of citizens was thus taxed 
for the benefit of another.’** Although not directly involved in this 
case, if the Supreme Court finds the tax provisions invalid, the entire 
AAA might fall, on the ground that they formed its “ axis ”.*° In view 
of A. Magnano Co. v. Hamilton,'** however, the objection that this tax- 


159 259 U.S. 20 (1922). Viewed as a price-fixing attempt, the constitutionality 
of the processing taxes has been questioned. See Brewster, Is the Process Tax 
Constitutional? (1933) 19 A. B. A. J. 419. Compare the Supreme Court’s allow- 
ance of state price-fixing in Nebbia v. New York, 54 Sup. Ct. 505 (1934). But see 
Note (1934) 82 U. or Pa. L. REv. 619, 623. 

160 See N. Y. Times, March 30, 1934, at 16, for text of the bill. For an un- 
official opinion upholding the bill’s constitutionality, see U. S. L. Week, March 13, 
1934, at 588. 

161 The bill has also been attacked as an encroachment upon the reserved powers 
of the states. See Miller, Constitutional Problems of the Bankhead Cotton-Control 
Bill, U. S. L. Week, March 27, 1934, at 623. The bill, however, declares, inter 
alia, that it is “to prevent unfair competition and practices in putting cotton into 
the channels of interstate and foreign commerce”. In § 5a, concerning Apportion- 
ment, is found this statement: “. . . It is prima facie presumed that all cotton and 
its processed products will move in interstate commerce.” But the Supreme Court 
has recently expressed the opinion that cotton ginning is intrastate business. See 
Chassaniol v. City of Greenwood, 54 Sup. Ct. 541, 542 (1934). 

162 Loan Ass’n v. Topeka, 20 Wall. 655 (U. S. 1875), early established the 
principle that state taxes may be validly levied only for purposes public in char- 
acter. The Supreme Court left the question open as to federal taxes in The Sugar 
Bounty case, Field v. Clark, 143 U. S. 649, 694-97 (1892), but an act directing 
payment of bounties already earned under the Bounty Act before its repeal was 
upheld. United States v. Realty Co., 163 U. S. 427 (1896). See Jennings and 
Sullivan, supra note 158, “4 906-08; Corwin, The Spending Power of Congress 
(1923) 36 Harv. L. Rev. 5 

168 Fed. Trade & Ind. 7 (CCH) § 42,035 (S. D. Fla. 1934). Reversed on 
appeal, sub nom. Yarnell v. Hillsborough Packing Co., the circuit court saying 
that the marketing agreement involved was valid as to the party voluntarily signing, 
and that it was not required by the pleadings to determine the constitutionality 
of the AAA, nor the legality of the marketing agreement promulgated thereunder 
as to a party not signing it or agreeing to be bound by its provisions. See U. S. L. 
Week, April 24, 1934, at 721 (C. C. A. 5th). 

164 Compare the opposing contentions of Senators Reed and Bankhead, 77 
Cone. REc. 1642, 1716-17 (1933), respectively ;. Brewster, supra note 159, at 420-21. 
The Bankhead Bill seems subject to the same criticism, since one of its declared 
purposes is “to provide funds for additional benefits under the” AAA. 

165 Tt was thus argued on the appeal of the Hillsborough Packing Co. case. See 
U. S. L. Week, March 27, 1934, at 626. See Williams v. Standard Oil Co., 278 
U. S. 235 (1929) ; Goodwin, The Processing Taxes (1933) 11 Tax MAG. 330-31. 

166 54 Sup. Ct. 599 (1934). 
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ation benefited one class at the expense of another may not cause its 
invalidation. And the Supreme Court has upheld state levies to finance 
a legislative program on behalf of farmers.** Regardless of the dis- 
puted status of farm relief as a “ public purpose ” in ordinary times,’** 
such a purpose may be found in these federal taxes because of the public 
interest in agriculture due to the present emergency.’ 

Upon the theory that the taxpayers of one state subdivision should 
not be required to pay the local expenses of another, the Ohio Supreme 
Court held partially invalid the distribution system adopted by a statute 
inaugurating state collection of taxes previously levied by the counties. 
A county in which collections had exceeded the distribution allotment 
was allowed an injunction against expenditure of the excess in other 
subdivisions.‘*° Although a levy whose purpose was clearly to divert 
tax money from the unit of its source to the benefit of another local unit 
may be objectionable under the due process clause,"* the Supreme 
Court of the United States has not been willing to find such a legislative 
purpose, even where a subsequent appropriation from a general fund was 
for a purely local use.17? An allotment scheme substantially similar to 
the one here involved was also upheld by the Court in Dane v. Jack- 
son,7® but rather than evidencing approval of the methods followed, 
the decision was based upon an unwillingness to interfere with a com- 
plicated state tax system in order to produce a more equitable distri- 
bution.*** 


D. Tax Administration 


Levy. Recent heavy increases in tax default are being met, in part 
at least, by levying proportionately greater taxes on those able to pay. 
Reassessment to make up deficiencies resulting from defaulted improve- 
ment district taxes was sustained in Roberts v. Richland Irrigation 
Dist17> To the taxpayer’s complaint that reassessment forced him to 
pay far more than any conceivable benefit to his land, the Court an- 


167 Green v. Frazier, 253 U. S. 233 (1920), Note (1920) 34 Harv. L. REv. 207. 

168 See Note (1933) 1 Geo. WasH. L. REv. 374; (1932) 31 Mic. L. Rev. 120. 

169 Lower courts have upheld the regulatory provisions of the AAA, finding 
justification in the emergency. United States v. Calistan Packers, 4 F. Supp. 660 
(N. D. Cal. 1933); Economy Dairy Co. v. Wallace, U. S. L. Week, Sept. 5, 1933, 
at 9 (Sup. Ct. D. C.); Capitol City Milk Producers’ Ass’n v. Wallace, U. S. L. 
Week, Nov. 21, 1933, at 197 (Sup. Ct. D. C.). And the sympathetic attitude of 
the Supreme Court toward the emergency legislation, evinced by Nebbia v. New 
York, 54 Sup. Ct. 505 (1934), augurs well for the validity of the AAA. 

170 Friedlander v. Gorman, 126 Ohio 163, 184 N. E. 530 (1933): For a discus- 
sion of earlier stages of the case, see Bumiller, Constitutionality of the Distributive 
Sections of the Ohio Intangible Tax Act (1932) 6 U. or Cunn. L. REv. 373. 

171 See Joslin Mfg. Co. v. Providence, 262 U. S. 668, 673 (1923); Powell, Due 
Process Tests of State Taxation, 1922-1925 (1926) 74 U. oF Pa. L. Rev. 423, 436. 

172 Cf. Knights v. Jackson, 260 U.S. 12 (1922). 

178 256 U.S. 589 (1921). 

174 See 256 U. S. at 598-99. 

175 289 U.S. 71 (1933). The case is discussed in Fraenkel, The Supreme Court 
and the Taxing Power of the States (1934) 28 It. L. REv. 612, 633-34. 
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swered that an original levy upon a benefit theory did not limit the tax 
obligation of any land to its enhanced value, since ad valorem assess- 
ment would be unobjectionable.’** An alternative method to reassess- 
ment was approved by the Pennsylvania court when it sustained an 
increase of 40 per cent in the general tax rate to compensate for an 
estimated default.17*7 The majority thought mere absence of bad faith 
on the part of tax officials sufficient. The dissent argued rather force- 
fully that such leniency puts a premium on administrative laxity, a 
view which finds support in the refusal of the Illinois court to sustain a 
reassessment rate based on items listed as uncollectible which, in the 
court’s opinion, could have been obtained with a little more administra- 
tive diligence.'”® 

Assessment, Courts are inclined to show tolerance for the difficulties 
inherent in tax administration, but requirements of due process and 
equal protection must be met. Thus, tax statutes are frequently at- 
tacked on the ground that they fail to afford a sufficiently definite 
standard for their proper application. However, two recent Supreme 
Court decisions show scant judicial sympathy for such an objection. 
A Seattle franchise tax was attacked before administrative construction 
of the ordinance had been made, because the measure, a percentage of 
gross income earned within the city during the preceding year, was 
thought too indefinite. The taxpayer was told in Pacific Tel. & Tel. 
Co. v. Seattle **® that his suit was a little premature, since a reasonably 
clear administrative definition, furnished in time to allow compliance 
with the ordinance, would be sufficient to satisfy the requirements of 
due process.**° After administrative definition, the objection was again 
raised in Puget Sound P. & L. Co. v. Seattle,** by a complainant who 
had partially paid the tax. The Court then said that such payment was 
proof that the ordinance as construed was sufficiently definite to enable 
compliance, and since the method of computation was not disclosed, no 
constitutional infirmity was shown.'*? 

Generally, relief from improper valuation is granted only if the court 
is satisfied that the action complained of was really arbitrary, and that 


176 Cf. Valley Farms Co. of Yonkers v. County of Westchester, 261 U. S. 155 
(1923) ; see Powell, supra note 130, at 553-54. 

‘, I Fitzpatrick v. Thomas, 311 Pa. 191, 166 Atl. 493 (1933), (1933) 43 YALE 

. J. 143. 
178 People ex rel. McDonough v. Chicago, M., St. P. & P. Ry., 188 N. E. 404 
(Ill, 1933). In People ex rel. Schaffer v. New York, C. & St. L. Ry., 353 Ill. 518, 
187 N. E. 443 (1933), the same court held that taxes cannot be levied to accumu- 
late a surplus. 

179 54 Sup. Ct. 383 (1934). 

180 The Court has previously held that construction by the state judiciary or 
administrative officials may be sufficient to cure a statutory defect of indefiniteness. 
Pierce Oil Corp. v. Hopkins, 264 U. S. 137 (1924); Southeastern Express Co. v. 
Miller, 264 U. S. 535 (1924); see Powell, supra note 171, at 578-79. 

181 54 Sup. Ct. 542 (1934). 

182 The general rule that notice and opportunity for hearing are a condition of 
the validity of valuation for assessment purposes is discussed in Note (1934) 34 
Cot. L. REv. 332, 337-38. 
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all possible administrative remedies have been exhausted.'** Recent de- 
cisions indicate that the taxpayer who obtains adequate relief from 
unreasonable assessment is indeed fortunate. In Sloman-Polk Co. v. 
Detroit,1** the Michigan court agreed with the complaint that assessors’ 
failure to consider the effect of economic depression in assessing prop- 
erty at its “ true cash value ” was arbitrary. But the taxpayer’s only 
solace was judicial sympathy, since the court felt that to give relief 
would require reassessment of all the property in the city, a task it did 
not care to undertake.’** A similar attitude was evidenced by the 
Illinois Supreme Court in its reversal, except as to the property of the 
complaining taxpayer, of the Board of Review’s reduction in the assess- 
ment of an entire class of property.1** The decision opens the door to 
multiplicity of suits and restrictively interprets a statute authorizing 
the Board to revise the assessment of “ any taxpayer ” upon application 
of “ any taxpayer ”. 

The Supreme Court recognized in Sioux City Bridge Co. v. Dakota 
County **" that the Fourteenth Amendment necessitates relief from 
marked inequalities of assessment. Although exhaustion of state remedy 
is a condition precedent to federal relief, in Central Ry. Co. of N. J. v. 
Martin,‘** the Court of Appeals for the Third Circuit refused to re- 
quire resort to state courts whose construction of their constitution 
rendered them powerless to afford a remedy for arbitrary overassess- 
ment.'*® A statement to the effect that the Sioux City case established 
a paramount right under the Federal Constitution to the particular type 
of remedy there approved,’®° evidently was intended to mean only that 
some form of relief is constitutionally necessary, and where the state 
provides none, federal jurisdiction is properly invoked. 


183 In Illinois, petition for mandamus to compel a hearing by the Board of 
Review is now required before judicial relief from over-assessment will be given. 
People ex rel. McDonough v. Cesar, 349 Ill. 372, 182 N. E. 448 (1932); see Note 
(1933) 28 Itz. L. Rev. 272, 274. Types of relief afforded are various; they are 
discussed in Note (1933) 46 Harv. L. REv. 1000. 

184 247 N. W. 95 (Mich. 1933), (1933) 33 Cor. L. Rev. 758. 

185 Yet on complaint of inequality of assessment, the same court reduced a 
contested valuation to a proportional share of what should have been the common 
burden. Fletcher Paper Co. v. Alpena, 160 — 462, 125 N. W. 405 (1910) ; see 
Note (1933) 46 Harv. L. REv. 1000, 1005, n 

186 People ex rel. Thomas v. Nixon, 187 XN E. 650 (Ill. 1933). 

187 260 U.S. 441 (1923). 

188 65 F.(2d) 613 (C. C. A. 3d, 1933). 

189 An analogous situation was dealt with in Brinkerhoff-Faris Trust & Sav. 
Co. v. Hill, 281 U. S. 673 (1930). The state court denied relief from discriminatory 
assessment on the ground that resort to the tax commission was necessary, although 
the court had previously held the commission without power to make corrections. 
The statutory period for application to the commission had expired, and the Su- 
preme Court held that after such treatment the taxpayer was entitled to federal 
relief. See Field, The Recovery of Illegal and Unconstitutional Taxes (1932) 45 
Harv. L. REv. 501, 505. 

190 The relief sanctioned by this and other federal cases is reduction of the 
complainant’s assessment to the prevailing percentage. See Note (1933) 46 Harv. 
L. REv. 1000, 1004. 
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Collection and Payment. Legislative attempts to mitigate the whole- 
sale deprivation of tax-defaulters’ property resulting from increased 
resort to abnormal methods of collection have raised the only novel 
problems in a field otherwise governed by the formula that statutory 
methods of collection are exclusive and must be meticulously fol- 
lowed.'* A five year moratorium on the transfer or enforcement of 
delinquent tax sale certificates held by the state was sustained in State 
ex rel. Dowling v. Butts *** on the ground that such action would, in 
time, prove beneficial to the state, as well as to defaulters, and did not 
violate the uniformity and equality provisions of the state constitution. 
In McNee v. Wail,’** however, a provision of the same act, authorizing 
acceptance of county bonds at face value in redemption of delinquent 
certificates for nonpayment of taxes levied to retire bonded indebted- 
ness of an improvement district, was deemed to impair the obligation 
of contracts with the bondholders.*** On the same grounds a similar 
Michigan moratorium was declared by its courts to be unconstitutional 
as to persons who had loaned the state money upon the security of 
delinquent certificates.1°° The Missouri court upheld statutory authori- 
zation of redemption of land held for taxes without payment of accrued 
interest and penalties,‘®* but the Montana court disagreed, holding such 
practice unconstitutional as a violation of the prohibition against re- 
lease of liability due the state, and as a denial of equal protection.'*” 
Significant as regards extrastate collection of taxes is the New Jersey 
case of People of the State of New York v. Coe Mfg. Co., 1** where re- 
covery on a New York tax judgment was allowed. Although authorities 
denying enforcement of foreign tax claims were recognized,’®° the court 


191 The necessity of strict compliance with statutory requirements is especially 
apparent in tax sale cases. See Simpson and Baker, Tax Delinquency (1933) 28 ILL. 
L. Rev. 147, 160-65. Board of County Comm’rs of Crawford County v. Kurent, 
27 Pac.(2d) 226 (Kan. 1933), held that the state could not obtain an injunction 
against the defaulter’s waste of his lands during the redemption period. Accord: 
Marye v. Diggs, 98 Va. 749, 37 S. E. 315 (1900). People ex rel. Smith v. Woods, 
188 N. E. 369 (Ill. 1933), held that payment by check, not authorized by statute, 
did not discharge tax liability, and that neither the collector’s negligent failure to 
cash the check before the bank failed, nor his solicitation of this manner of pay- 
ment, prevented recovery by the state. 

192 149 So. 746 (Fla. 1933). 

193 4 F. Supp. 496 (S. D. Fla. 1933), followed in Keefe v. St. Petersburg, 5 F. 
Supp. 132 (S. D. Fla. 1933). The same result had been reached as to holders of 
city bonds in Crummer v. Fort Pierce, 2 F. Supp. 737 (S. D. Fla. 1932). 

194 The statute authorizing the bonds provided for their payment by collection 
of taxes “in the same manner as other taxes are collected ”. 

195 Thompson v. Auditor General, 247 N. W. 360 (Mich. 1933). 

196 State ex rel. Crutcher v. Koeln, 61 S. W.(2d) 750 (Mo. 1933) ; State ex rel. 
McKittrick v. Bair, 63 S. W.(2d) 64 (Mo. 1933). 

197 State ex rel. Kain v. Fischl, 20 Pac.(2d) 1057 (Mont. 1933). 

198 ro N. J. Misc. 1161, 162 Atl. 872 (1932), (1933) 42 YALE L. J. 1131. 

199 Citing only Colorado v. Harbeck, 232 N. Y. 71, 133 N. E. 357 (1921), the 
court stated the rule to be firmly established. For a collection of the authorities, 
see (1930) 5 Wis. L. Rev. 494. North Carolina has allowed New Jersey to present 
a franchise tax claim in receivership proceedings. Holshouser Co. v. Gold Hill 
Copper Co., 138 N. C. 248, 50 S. E. 650 (1905). 
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sought to avoid their effect by regarding the present claim as merged in 
the judgment. Early dicta in the Supreme Court classed revenue with 
penal claims as having no extrastate effect, even in judgment form,” 
but these are of doubtful authority in view of the different nature of the 
tax obligation 2°! and subsequent strict applications of the full faith and 
credit clause.?°? Moreover, the Court has recently left open the ques- 
tion whether tax claims may be extraterritorially enforced.*°* The 
urgent need of the states for revenue, and the unfairness to the remain- 
ing taxpayers of evasion by some,”** might impel the courts to go beyond 
the principal case and allow suit directly upon the original claim.?° 
Recovery of Illegal Taxes. Although the compulsion necessary to 
render payments “ involuntary ” *°* has been broadened by decision to 
include many forms of economic “ duress ”,?°? in Russ v. Everson *°* 
tax payments to enable completion of a sale of land, and also to effect 
a loan on other land, were held not involuntary. And the pressure on 
an administrator caused by the necessity of a tax payment on the trans- 
fer of his intestate’s stocks was deemed insufficient in two recent cases.?°° 
Mistake of fact by the payor, if non-negligent, allows recovery,”° 
but since mistake of law is usually involved in illegal collection, legisla- 
tion is necessary to secure refunds.**_ Express removal of the necessity 
of protest by a federal statute received commendation in George Moore 
Ice Cream Co. v. Rose,*!* as avoiding the government’s unjust enrich- 


200 See Wisconsin v. Pelican Ins. Co., 127 U. S. 265, 289-93 (1888) ; Hunting- 
ton v. Attrill, 146 U. S. 657, 683-84 (1892). Arkansas v. Bowen, 20 D. C. 291 
(1891), apparently the only case denying validity to a tax judgment, was affirmed 
on the ground that a penal claim was involved. Arkansas v. Bowen, 3 App. D. C. 
537 (1894). The rule of the lower court was adopted in the Conriict oF Laws 
RESTATEMENT (Tent. Draft, 1929) § 621. 

201 See Note (1929) 29 Cor. L. Rev. 782, 786-87. 

202 Cf, Fauntleroy v. Lum, 210 U. S. 230 (1908) ; Yarborough v. Yarborough, 
290 U.S. 202 (1933), (1934) 47 Harv. L. Rev. 712; see (1933) 42 YALE L. J. 1131. 

203 See Moore v. Mitchell, 281 U. S. 18, 24 (1930). 

204 Cf, (1930) 30 Cor. L. Rev. 402. For possible legal methods of extrastate 
collection of taxes, see Note (1929) 29 Cox. L. REv. 782, 788-go. 

205 See Leflar, Extrastate Enforcement of Penal and Governmental Claims 
(1932) 46 Harv. L. Rev. 193, 215-22; Note (1933) 18 Corn. L. Q. 581. 

206 See Field, supra note 189, at 511-12; cf. LeFevre v. Lee County, 353 IIl. 30, 
186 N. E. 536 (1933) (county restrained from repaying illegal taxes voluntarily 


). 

207 See Benzoline Motor Fuel Co. v. Bollinger, 187 N. E. 657, 659-60 (IIl. 
1933); Adrico Realty Corp. v. New York, 250 N. Y. 29, 164 N. E. 732 (1928), 
Note (1929) 14 Corn. L. Q. 368, (1929) 13 Minn. L. REv. 629. 

208 246 N. W. 649 (N. D. 1933). 

209 Moses v. Read, 63 F.(2d) 16 (C. C. A. 3d, 1933) ; Talbot v. Charlton’s Ex’r, 
247 Ky. 568, 57 S. W.(2d) 519 (1933). The Kentucky court thought the possibility 
of a decline in the value of Southern Pacific stock too conjectural to constitute 
“ duress ”. 

210 Jefferson County v. Stuart, 25 Pac.(2d) 179 (Colo. 1933); Culbertson v. 
Board of Comm’rs, 186 N. E. 267 (Ind. App. 1933). Recovery is denied a negligent 
payor. Pitt v. Stamford, 167 Atl. 919 (Conn. 1933). 

211 Cf. Mayor, etc. of Baltimore v. Home Credit Co., 166 Atl. 604 (Md. 1933). 

212 289 U. S. 373 (1933). See note 655, infra. There is some dispute in the de- 
cisions as to whether protest is necessary to recovery where there is payment under 
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ment. The Kentucky court, however, interpreted a refunding statute 
as necessitating protest.** And where there was no written protest, as 
required by a severe Kansas statute, recovery was denied, although the 
payment was, in fact, made under compulsion.”** 

Federal courts generally regard state provisions for the recovery of 
taxes paid under protest an adequate legal remedy,”** but resort to such 
a procedure in order to test the validity of a tax was recently held by 
the Fifth Circuit to be unnecessary where a multiplicity of suits would 
be occasioned and where recovery was doubtful due to the financial 
condition of the 

Relief has been refused the taxpayer because it was doubtful if refund 
would reach the real payors of the tax, the customers of the ostensible 
taxpayer.**7 But in Benzoline Motor Fuel Co. v. Bollinger,?** the 
claimant had kept accurate records of each customer’s tax contribution, 
evidencing an agreement to make proper refunds, and recovery was 
allowed. 


II. EstaTE AND SUCCESSION TAXES 


The inheritance tax has become an established part of the legislative 
scheme, both as a revenue producer and an instrument of social policy. 
Ingenuity in discovering substitutes for testamentary disposition has 
led to the enactment of continually more stringent and inclusive statutes 
for application by the courts. The litigation of the past year, without 
striking new developments, has further clarified and defined the scope 
of the statutory provisions and revealed a few defects for further legis- 
lative action. 


1. The Gross Estate 


Property of the Decedent. Prior to 1926 the various Revenue Acts 
provided that the gross estate of the decedent should include, to the ex- 
tent of his interest therein, property subject to charges against the 
estate, and expenses of administration, and distributable as part of the 


compulsion. See (1919) 33 Harv. L. Rev. 318. But see 3 Cootey, TAXATION § 1297. 
And protest without compulsion is insufficient. Standard Oil Co. v. Bollinger, 348 
Til. 82, 180 N. E. 396 (1932). 

218 Talbot v. Charlton’s Ex’r, 247 Ky. 568, 57 S. W.(2d) 519 (1933). On 
appeal, the collection and retention of taxes paid without protest were held con- 
stitutional. Charlton’s Ex’r v. Talbot, 61 S. W.(2d) 1086 (Ky. 1933). In Talbot 
v. Urquhart’s Ex’rs, 61 S. W.(2d) 1088 (Ky. 1933), recovery was allowed because 
protest accompanied payment. 

214 Dorman v. Board of Comm’rs, 138 Kan. 197, 25 Pac.(2d) 350 (1933). Strict 
compliance with statutory time-limitations on the filing of claims is necessary. 
First Nat. Bank v. Jackson County, 150 So. 690 (Ala. 1933); Monteith v. Alpha 
High School Dist., 251 N. W. 661 (Neb. 1933). 

215 See Lockwood, Maw, and Rosenberry, The oo Ay the Federal Injunction 
in Constitutional Litigation (1930) 43 Harv. L. REv. 426, 435. 

216 Butler v. D. A. Schulte, Inc., 67 F.(2d) 632 (Co c Py 5th, 1933), (1934) 82 
U. or Pa. L. REv. 653. 

217 Standard Oil Co. v. Bollinger, 348 Ill. 82, 180 N. E. 396 (1932); see Field, 
supra note 189, at 515-16. 

218 187 N. E. 657 (Ill. 1933); cf. Field, supra note 189, at 532. 
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estate.22° Crooks v. Harrelson *° held that all three requirements must 
be met and that Missouri realty, not being subject to expenses of ad- 
ministration, could not be part of the gross estate. In Continental 
Illinois Bank & Trust Co. v. United States ?** the claim that as a result 
of this decision the Estate Tax violated the constitutional requirement of 
uniformity was rejected, upon the ground that differences of application 
resulting from state law could not be permitted to invalidate a federal 
statute.222, The court, following a previous decision,*** also held that 
the rule of the Crooks case was not applicable to Illinois realty, although 
such property was subject to charges against the estate only if person- 
alty was insufficient.?** In Safe Deposit & Trust Co. v. Tait,?** how- 
ever, the exemption was allowed to Maryland realty not subject to 
expenses of administration.**® The immunity of the decedent’s interest 
in the property raised the further problem of what part could be taxed 
under Section 402(b) of the Revenue Act of 1921, which requires in- 
clusion in the gross estate of a widow’s dower or any statutory interest 
in lieu thereof.2?7 Maryland law permitted the election of a life interest 
in one third of the realty, a statutory estate of one half of the decedent’s 
estate subject to debts, or the provisions of the will, the last of which 
was actually chosen.*** It was held that only the dower interest could 
be included in the taxable estate. Two recent cases,?*® involving a 
similar election under Missouri statutes,”*° decided that the larger statu- 
tory interest could be included upon the ground that where a widow 
chose neither of these shares she could not claim the one more advan- 
tageous for purposes of reducing the Estate Tax.”** Refusing to rely on 
possible differences in the statutes the court in the Tait case argued that 
Section 402(b) was designed to reach the part of a decedent’s property 
not included by Section 402(a) because of the widow’s inchoate rights 


219 Revenue Act of 1924, § 302(a), 43 Strat. 304, 26 U. S. C. $ 1094 (1926). 
The corresponding sections of previous Acts are the same. The later Acts omit the 
three requisites. Revenue Act of 1926, § 302(a), 44 Strat. 70, 26 U. S. C. App. 
1094(a) (1926). 

220 282 U.S. 55 (1930); cf. United States v. Field, 255 U. S. 257 (1921). 

221 65 F.(2d) 506 (C. C. A. 7th, 1933). Accord: Gottlieb v. White, 1 F. Supp. 
gos (D. Mass. 1932). 

222 See Florida v. Mellon, 273 U. S. 12, 17 (1927); Poe v. Seaborn, 282 U. S. 
IOI, 117 (1930). 

223 In re Marble’s Estate, 64 F.(2d) 745 (C. C. A. 7th, 1933). Accord: First 
Trust Co. of Omaha v. Allen, 60 F.(2d) 812 (C. C. A. 8th, 1932), cert. denied, 287 
U. S. 671 (1933) (Nebraska, Iowa realty). 

224 Trt. Rev. Strat. (Cahill, 1933) c. 3, $$ 99, 108. 

225 3 F. Supp. 51 (D. Md. 1933). 

226 Safe Deposit & Trust Co. v. Tait, 54 F.(2d) 387 (D. Md. 1931). 

227 Revenue Act of 1921, § 402(b), 42 Star. 278. 

- 228 Mp. ANN. Cope (Bagby, 1924) art. 45, §§ 6, 125 art. 46, §§ 2-4; art. 93, 

310-11. 

229 Carter v. United States, 3 F. Supp. 782 (E. D. Mo. 1932) ; Scott v. Becker, 
2 F. Supp. 903 (E. D. Mo. 1933). 

230 Mo. Stat. ANN. (Vernon, 1932) $§ 318, 325, 328, 332. 

231 See Carter v. United States, 3 F. Supp. 782, 784 (E. D. Mo. 1932); Scott 
v. Becker, 2 F. Supp. 903, 905 (E. D. Mo. 1933). 
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therein,?*? and was not intended to apply to property which was ob- 
tained by election after death; *** that the accidental inapplicability of 
Section (a) should not affect the construction of Section (b). If, as 
has been thought, the latter provision does not apply at all where there 
is an election to take under the will,?*+ there is no more logical justifica- 
tion for including dower than there is for including the statutory 
share.?*> A fair construction of the statute seems to cover the larger 
interest, and the fact that it was not intended to remedy this particular 
situation should not prevent its application to cure the unfortunate 
defect of the preceding provision. 

Transfers in Contemplation of Death. A trust created shortly before 
the settlor’s death for the purpose of avoiding English and American 
income and death taxes was involved in Farmers’ Loan & Trust Co. v. 
Bowers.*** The court below considered that the intention to escape 
the income levy was the more important motive for the transfer and 
that consequently contemplation of death could not be considered as the 
moving cause. The Court of Appeals for the Second Circuit reversed, 
Judge Manton declaring that where two substantial motives for the 
transfer are present, the burden rests upon the taxpayer to show that 
contemplation of death was not the inducing cause. This view repre- 
sents some departure from the indications in previous decisions that a 
showing of a concurrent motive is sufficient to rebut the presumption 
of a taxable transfer.?°7 

Transfers Intended to Take Effect in Possession or Enjoyment at or 
after Death. The Board of Tax Appeals and the lower federal courts 
have apparently considered May v. Heiner *** and Klein v. United 
States *°° as establishing the rule that a transfer with a life estate re- 
served to the transferor is not subject to the Estate Tax, as “ intended 
to take effect in possession or enjoyment at or after . . . death ”,**° if 


232 Randolph v. Craig, 267 Fed. 993 (M. D. Tenn. 1920) ; see Briscoe v. Craig, 
32 F.(2d) 40, 41 (C. C. A. 6th, 1929); Schuette v. Bowers, 40 F.(2d) 208, 210 
(C. C. A. 2d, 1930). 

233 Contra: United States v. Waite, 33 F.(2d) 567 (C. C. A. 8th, 1929), cert. 
denied, 280 U. S. 608 (1930). 

234 Cf. cases cited in note 232, supra. 

235 The court refused to rely on the technical argument that the statutory share 
was not expressly described as in lieu of dower. See 3 F. Supp. at 58. 

236 68 F.(2d) 916 (C.C. A. 2d, 1934). 

237 See United States v. Wells, 283 U.S. 102, 118-19 (1931). Showing of an 
intenticn to avoid income taxes has been considered enough. See Vaughn v. Rior- 
dan, 280 Fed. 742, 744 (W. D. N. Y. 1921) ; Safe Deposit & Trust Co. v. Tait, 3 
F. Supp. 51, 54 (D. Md. 1933); Matter of Fitzgerald, 136 Misc. 690, 692, 241 
N. Y. Supp. 766, 768 (1930). 

238 281 U. S. 238 (1930). The transfer was to trustees for the settlor’s hus- 
band for life, then to the settlor for life with remainders over. It did not appear 
whether the settlor survived the husband, and the Court held the tax improper in 
either case, so that the decision is applicable to a reservation of a life interest in 
the grantor alone. Burnet v. Northern Trust Co., 283 U. S. 782 (1931). 

239 283 U.S. 231 (1931). 

240 The relevant section of the Revenue Act of 1926, which is similar to that 
of the other acts, is 302(c), 44 Stat. 70, 26 U. S. C. App. § 1094(c) (1926). Cases 
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the grantee was given a vested remainder,”*' but is taxable if the re- 
mainder was contingent, vesting upon the death of the decedent. 
Elizabeth B. Wallace *** indicates the artificiality of this criterion.*** 
A trust was created for the settlor for life with remainder to her 
daughter, but if the daughter died first the property reverted. The 
transfer was held not taxable since the remainder was technically vested, 
although the practical effect of the limitation, save for possible differ- 
ences in life expectancies, was exactly that of Klein v. United States,*** 
where the Supreme Court permitted the tax. A further objection to 
the test is that it may make taxability dependent upon the peculiarities 
of the local property law. Thus, in Louis C. Raegner, Jr.,?*° the re- 
mainder, although contingent at common law, was vested under the New 
York statute,?** and the tax was defeated. 

The latest Supreme Court decision, however, gives some hope of a 
changed attitude. In Helvering v. Duke *** the settlor as trustee had 
discretionary powers in the application of the income of one trust and 
the principal and income of another for the maintenance and education 
of his daughter. If she predeceased him the property was to revert, and 
if she survived the principal of one trust was payable to her and that 
of the other went to her issue or by appointment, or, in default, to the 
then heirs of the settlor. The Board of Tax Appeals 74° and the Court 
of Appeals for the Third Circuit °*° held that the property involved 
was not to be included in the settlor’s estate. In the Supreme Court 
the decision was affirmed by an equally divided court, without opinion. 
It is difficult to distinguish the case from McCormick v. Burnet,?°° 
which held that retention by the settlor of a mere possibility of a 
reversion was insufficient basis for imposing the tax.?°4 A test which 
might be applied is that of the substantiality of the interest kept by the 
decedent, but in the McCormick case some beneficial rights were re- © 


under similar provisions of state succession taxes agree that they are included. See 
Rottschaefer, Taxation of Transfers Intended to Take Effect in Possession or En- 
joyment at Grantor’s Death (1930) 14 Munn. L. REv. 453, 458 et seq. 

241 That a vested remainder was subject to divestment was held to be im- 
material. Morsman v. Burnet, 283 U. S. 783 (1931); McCormick v. Burnet, 283 
U.S. 784 (1931). 

242 27 B. T. A. go2 (1933). 

243 See Flora M. Bonney, 29 B. T. A., Sept. 22, 1933; Citizens’ & Southern Nat. 
Bank v. United States, 4 F. Supp. 408 (S. D. Ga. 1933); see Surrey and Aronson, 
Inter Vivos Transfers and the Federal Estate Tax (1932) 32 Cov. L. Rev. 1332, 
1337 et seqg.; (1933) 33 Cor. L. Rev. 1455, 1456. 

4 283 U. S. 231 (1931). 

245 29 B. T. A., Feb. 27, 1934. s 

246 See Grav, RULE AGAINST PERPETUITIES (3d ed. 1915) §§ 106-08. 

247 54 Sup. Ct. 95 (1933). 

248 23 B. T. A. 1104 (1931). 

249 62 F.(2d) 1057 (C.C. A. 3d, 1933). 

250 283 U.S. 784 (1931). 

251 In both the Duke trusts the beneficiary had vested rights subject to the 
discretion of the settlor, and these discretionary powers passed to the wife at the 
death of the settlor, so that there was no appreciable increase in the beneficiary’s 
interest at that time. See 23 B. T. A. at 1114. 


)- 
yf 
e 
y 
r 
r 
n 
| 
i | 
t 
1 
q 
4 
q 
j 
a 
& 


1240 HARVARD LAW REVIEW [Vol. 47 


tained °°? as against none here, and the difference of a possibility of 
reversion after the death of one child or three does not promise a cri- 
terion appreciably more satisfactory than that of vesting.?** The best 
basis of distinction seems to be the discretionary powers retained, which 
included control of present enjoyment in the Duke case not present in 
the McCormick trust.2** The factor of retention of legal title and 
powers of management probably should not be controlling.*®° 

The amendment of the Estate Tax in 1931 expressly to include trans- 
fers in which the grantor retains a life estate or a power to designate 
beneficiaries should render many of these problems moot.?°* That this 
provision will be held constitutional is indicated by Guaranty Trust 
Co. v. Blodgett,*" in which a state succession tax was upheld as applied 
to an inter vivos transfer reserving a life estate. Though the remainder 
interest involved was subject to divestment on the remainderman’s pre- 
deceasing the settlor, no reliance was placed upon this point, and the 
decision is doubtless applicable to an absolutely vested estate.*°* The 
state statute taxed the succession of the remainderman rather than 
the passage of an interest from the decedent as does the Federal Estate 
Tax, but the recent decisions in cases involving joint ownership indicate 
that the creation of new rights in the survivor by death as a generating 
source is sufficient basis for application of either type of tax.”°° 

Attempts to reserve life estates in substance while preserving the 
semblance of a complete transfer have resulted in several interesting 
state decisions. Estate of Ogden *®° sustained taxation of a transfer 
absolute upon its face but linked with an oral agreement by the grantee 
to allow the grantor, her father, to enjoy the income of the property for 
life.** The case seems a sound recognition of the practical operation 
of family arrangements. An extreme example of this approach is found 
in Koch v. McCutcheon, where a transfer to trustees to pay the in- 
come to the settlor’s wife for life, and then to the children, with re- 
mainder to the children on the death of both the settlor and his wife 
was held taxable. While the court’s assumption that family ties gave 
the father a large degree of control may have been justified, the aban- 


252 The settlor had the right to receive part of the income of the trust on cer- 
tain contingencies, and she could also direct payment of the income to charities. 
See Commissioner v. McCormick, 43 F.(2d) 277 (C. C. A. 7th, 1930). 

253 See Surrey and Aronson, supra note 243, at 1335. 

254 See notes 249, 251, supra. 

255 See Reinecke v. Northern Trust Co., 278 U. S. 339, 346 (1929). 

256 47 Stat. 279 (1932), 26 U. S. C. Supp. VI § 411(c) (1932). 

297 287 U.S. 509 (1933). 

258 See Coolidge v. Long, 282 U. S. 582, 596 (1931); (1933) 33 Cox. L. Rev. 


71. 

259 See Tyler v. United States, 281 U. S. 497, 504 (1930); Phillips v. Dime 
Trust & Safe Deposit Co., 284 U. S. 160, 166 (1931) ; Surrey and Aronson, supra 
note 243, at 1345, 1366. 

260 209 Wis. 162, 244 N. W. 571 (1932). 

261 See (1933) 32 Micu. L. Rev. 125; Rottschaefer, supra note 240, at 469. 

262 111 N. J. L. 154, 167 Atl. 752 (1933). 
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donment of all formal requirements in favor of a purely factual test 
seems of doubtful wisdom.”® 

Use of a family corporation to avoid a death tax was defeated in 
In re Hubbs.?** The decedent transferred to a corporation previously 
formed to hold his real estate certain mining property and $150,000 
cash, taking in return a life estate in the mine and 30,000 shares of 
stock, which he placed in escrow until 1935 for the benefit of certain 
relatives. The court held that the transaction was, in effect, the trans- 
fer of the property directly to the distributees with a life estate reserved, 
and that the appearance of consideration was only colorable.2* The 
fact that the termination of the escrow was fixed as 1935 might be 
ground for argument that the coming into possession of the transferees 
was not sufficiently related to the time of death to justify the tax,’ 
were it not for the fact that substantial benefits might come to them 
before release of the stock.?® 

Transfers Subject to a Power of Revocation. Retention of an ab- 
solute power of revocation by a grantor renders a transfer inter vivos 
subject to an estate tax °** under Section 302(d) of the Act of 1924 and 
later statutes,?°* but the effect of various limitations on such power 
remains unsettled. In Porter v. Commissioner **° the Supreme Court 
held a power to amend a trust except in favor of the settlor or his 
estate sufficient to bring the transfer within the terms of the statute.?” 
The levy was declared not unconstitutionally retroactive, and, signifi- 
cantly, the ground adopted was that the death of the settlor was “ the 
source of valuable assurance passing from the dead to the living ” *7” 
rather than ‘that the powers of amendment permitted the decedent to 


263 The court relied on a case where a power to shift the fund among the named 
beneficiaries was retained. Plainfield Trust Co. v. McCutcheon, 108 N. J. L. 201, 
154 Atl. 629 (1931). The effect of that power is to make the succession of any 
beneficiary incomplete until the settlor’s death, and furnishes a legitimate basis for 
bringing the transfer within the possession and enjoyment section which is lacking 
in the principal case. See Rottschaefer, supra note 240, at 459, 466, 473; GLEASON 
AND Otis, INHERITANCE TAXATION (4th ed. 1925) 380 et seq. 

264 19 Pac.(2d) 672 (Ariz. 1933). 

‘ bo Cf. Matter of Wallace, 131 Ore. 597, 282 Pac. 760 (1929), (1930) 43 Harv. 
. REv. 963. 

266 Cf. Shukert v. Allen, 273 U.S. 545 (1927); see Surrey and Aronson, supra 
note 243, at 1333. 

267 The distributees apparently enjoyed the income before the termination of 
the escrow agreement, though they were unable to assign or sell to persons other 
than stockholders of the corporation. See 19 Pac.(2d) at 675. 

268 Cf, Reinecke v. Northern Trust Co., 278 U. S. 339 (1929); Saltonstall v. 
Saltonstall, 276 U. S. 260 (1928) (succession tax); see Surrey and Aronson, supra 
note 243, at 1354. 

269 43 STAT. 304 (1924), 26 U.S. C. § 1094(d) (1926). 

270 288 U. S. 436 (1933), followed in Hoblitzelle v. United States, 3 F. Supp. 
331 (Ct. Cl. 1933); Matter of French, 148 Misc. 313, 265 N. Y. Supp. 902 (1933) 
(New York statute). 

271 Previous cases were contra. Brady v. Ham, 45 F.(2d) 454 (C. C. A. 1st, 
nen (1931) 44 Harv. L. Rev. 653; Cover v. Burnet, 53 F.(2d) 915 (App. D. C. 
1931). 

272 See 288 U. S. at 444. 
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obtain substantial benefit from the property after the transfer.?"* Cook 
v. Commissioner *"* differed from the Porter case in that the right to 
change beneficiaries was limited to choosing among three persons, but 
that decision was regarded as controlling. The right to exclude any one 
person gives a practical degree of control which may well justify the 
tax.?75 

Burnet v. Guggenheim *"* presents an analogous situation involving 
the gift tax. In accordance with the Treasury Regulations **" for the 
Revenue Act of 1924 *"* a tax was assessed upon the full value of a gift 
in trust made in 1917, upon the release of an unrestricted power of 
revocation in 1925. The Supreme Court upheld the administrative 
construction of the statute, finding in the complete ripening of the 
donee’s rights a sufficient shift of interest, legally and economically, to 
justify a tax as on a gift made at that time.*”® 

Although Section 302(d) of the Estate Tax includes a power of 
revocation “ in conjunction with any person ”’, the courts have read in 
the limitation contained in corresponding income tax provisions, that 
the person shall not have “a substantial adverse interest ”.**° This 
excludes powers to be exercised with beneficiaries,?*! and the cases had 
held that a trustee’s fiduciary duties gave him an adverse interest.?* 
Reinecke v. Smith,?** however, decided that a power to revoke with the 
concurrence of a trustee was sufficient basis for taxing the income to the 
settlor, since the trustee’s duties to the cestuis did not include resistance 
to the exercise of a power to amend or revoke. The principle of this 
case has already been applied by the Board of Tax Appeals in estate tax 
cases,”** and the courts will doubtless consider it controlling. 
Property Jointly Owned. Knox v. McElligott **° held that the pro- 


273 Of the suggested tests of retroactivity, that of power to recall the trans- 
action seems to be waning as compared with the simple requirement of a taxable 
occasion after passage of the statute. See Surrey and Aronson, supra note 243, at 
1366 et seq. 

274 66 F.(2d) 995 (C. C. A. 3d, 1933). 

275 See Surrey and Aronson, supra note 243, at 1356. 

276 288 U.S. 280 (1933), (1933) 81 U. or Pa. L. Rev. 776. 

277 U. S. Treas. Reg. 67, Art. 1. Compare the gift tax provisions in the 1932 
Act. 47 Stat. 245, 26 U. S. C. Supp. VI § 550(c). 

278 43 Strat. 313-14 (1924), 26 U. S. C. §§ 1131-32 (1926). 

279 Cf. Saltonstall v. Saltonstall, 276 U. S. 260 (1928); Chase Nat. Bank v. 
United States, 278 U. S. 327 (1929); Tyler v. United States, 281 U. S. 497 (1930). 

280 47 Stat. 221, 26 U.S. C. Supp. VI § 166 (1932). The limiting phrase in 
previous Acts was “not a beneficiary of the trust”. 43 Stat. 277 (1924), 26 
U.S. C. § 960(g) (1926). 

281 City Bank Farmers’ Trust Co., 29 B. T. A., Feb. 21, 1934; Estate of Irving 
- _— 26 B. T. A. (1932); cf. Reinecke v. Northern Trust Co., 278 U. S. 339 
1929). 
282 White v. Erskine, 47 F.(2d) 1014 (C. C. A. 1st, 1931) ; William R. Stewart, 
27 B. T. A. 593 (1933); cf. Farmers’ Loan & Trust Co. v. Bowers, 29 F.(2d) 14, 18 
(C. C. A. 2d, 1928). 283 289 U.S. 172 (1933). 

284 William R. Stewart, 28 B. T. A. 256 (1933), rev’g, s. c., 27 B. T. A. 593 
(1933) ; Kate Allerton Johnstone, 29 B. T. A., Feb. 1, 1934. 
285 258 U.S. 546 (1922). 
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visions of the Revenue Acts prior to that of 1924 taxing property jointly 
owned by the decedent and others except as to the part contributed by 
the survivors 7°* were not intended to apply to a joint tenancy created 
before 1916.78? Congress amended the 1924 Act expressly to include 
such tenancies,?** and Gwinn v. Commissioner **° sustained the inclu- 
sion in the gross estate under that statute of one half the value of a 
joint tenancy created before 1916 where the surviving tenant had con- 
tributed one half of the property.2°° The most recent case, Griswold v. 
Helvering,?®! upheld under the 1921 Act a similar tax, thus limiting the 
Knox case to the part of the jointly owned property of which the sur- 
viving tenant was owner during his life.?®? 

Third Nat. Bank & Trust Co. v. White *®* decided that a tax upon 
the full value of a tenancy by the entirety created before the passage 
of the first death tax was not unconstitutionally retroactive. In Matter 
of Weiden *** the same rule was adopted in New York on the basis of 
the Supreme Court decisions, although it involved overruling a previous 
case.”°° Still undecided is the question whether the full value of a joint 
tenancy created before the enactment of the first tax statute may be in- 
cluded in the decedent’s estate.?®* A decision in the New York Surro- 


286 Revenue Act of 1921, § 402(d), 42 Stat. 278. The corresponding provisions 
of earlier Acts are similar. 

287 This is the date of the first modern Federal Death Tax. Revenue Act of 
1916, 39 STAT. 777. 

288 43 STaT. 305 (1924), 26 U.S.C. § r094(h) (1926). 

289 287 U.S. 224 (1932), (1933) 21 Catir. L. REv. 286. 

290 Reliance was placed on Tyler v. United States, 281 U. S. 497, 503 (1930), 
which, in sustaining a tax upon the full value of a tenancy by the entirety created 
after the passage of the applicable statute, laid down the rule that a strict transfer 
was not necessary to justify imposition of a tax: “ The death of one of the parties 
became ‘ the generating source’ of important and definite accessions to the property 
rights of the other.” See (1930) 44 Harv. L. Rev. 130. Compare Lang v. Com- 
missioner, 289 U. S. 109 (1933), holding that the surviving tenant by the entirety 
does not receive the property by bequest, devise, or inheritance within the meaning 
of the gain and loss provisions of the Income Tax Act. 44 Strat. 14 (1926), 26 
U.S. C. App. § 935(5) (1926). 

291 290 U. S. 56 (1933). Accord: Whitehead v. Commissioner, 64 F.(2d) 118 
(C. C. A. 8th, 1933), cert. denied, 54 Sup. Ct. 125 (1933). 

292 See 290 U. S. at 58. 

293 287 U.S. 577 (1932), (1933) 46 Harv. L. Rev. 718. The decisiop has been 
followed in Putnam v. Burnet, 63 F.(2d) 456 (App. D. C. 1933); Robinson v. 
Commissioner, 63 F.(2d) 652 (C. C. A. 6th, 1933), cert. denied, 289 U. S. 758 
(1933); Levy’s Estate v. Commissioner, 65 F.(2d) 412 (C. C. A. 2d, 1933). 

294 263 N. Y. 107, 188 N. E. 270 (1933) ; see (1933) 10 N. Y. U. L. Q. Rev. 414. 
The Court of Appeals based its decision on the desirability of a uniform construc- 
tion of the state and federal statutes. But see Matter of Weiden, 146 Misc. 381, 
386-91, 262 N. Y. Supp. 437, 443-47 (1933). A desire to take full advantage of 
the 80% credit allowed for state taxes paid is an additional reason in favor of uni- 
form construction. See (1934) 82 U. or Pa. L. REv. 410. 

295 Matter of Lyon, 233 N. Y. 208, 135 N. E. 247 (1922). 

296 The Gwinn case held only one half the property taxable, but since the joint 
tenants had contributed equally, this followed from the terms of the statute. 43 
Stat. 304 (1924), 26 U. S. C. $ 1094(e) (1926). For a recent state treatment of 
the problem of mutual contribution to jointly owned property, see People v. Varel, 
351 Ill. 96, 184 N. E. 209 (1932), (1933) 28 Inv. L. REv. 125. 
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gate’s Court °°” held that it might be, upon the authority of Matter of 
Weiden. There is, however, a difference in the two cases. The only 
gain which the death of his co-owner brings to the survivor of a joint 
tenancy *°* with regard to his own share is termination of a chance of 
divestment thereof if he had died first.*°? The death of a tenant by the 
entirety, on the other hand, gives to the survivor unrestricted powers 
over his own share not previously possessed.*”° 

In marked contrast with the common-sense attitude of the federal and 
New York courts is that displayed in Haggerty’s Estate.°°' An amend- 
ment to the Pennsylvania inheritance tax in 1929 provided that ‘“ when- 
ever any property . . . is held in the joint names of two or more per- 
sons .. . the right of the surviving person or persons .. . shall be 
deemed, prima facie, a transfer of one half . . . taxable under the pro- 
visions of this act. . . .” °°? In applying the statute to a joint tenancy 
created in 1928, the court held that proof of the joint ownership re- 
butted the presumption established by the statute and that there was in 
fact no transfer to be taxed, indicating that this would be true of tenan- 
cies created subsequent to the passage of the law. Granting that the 
common-law theories of co-ownership give a technical basis for the 


_argument,*°* such complete disregard of the legislative intention seems 


inexcusable. 

Powers of Appointment. The Federal Estate Tax provides for in- 
cluding in the gross estate property passing upon the exercise of a gen- 
eral power of appointment.*°°* Wear v. Commissioner *°”* followed pre- 
vious cases *°¢ in holding that an exercise in favor of persons who would 
take in default of appointment is nevertheless taxable. Although the ap- 
plicable Pennsylvania law treated the property as passing under the 
will of the donor *°’ the court refused to permit this rule to affect the 


297 Matter of Dwyer, 149 Misc. 603, 268 N. Y. Supp. 33 (1933). 
298 Joint tenants, unlike tenants by the entirety, may dispose of their shares 
without consent of their co-owners. See 1 TrrFANY, REAL Property (1920) §§ 191, 


4. 

299 The interest is analogous to the possibility of reversion on divestment of a 
remainder. Cf. McCormick v. Burnet, 283 U. S. 784 (1931); see p. 1239, supra. 

300 See Tyler v. United States, 281 U.S. 497, 503-04 (1930) ; Surrey and Aron- 
son, supra note 243, at 1359. 

301 311 Pa. 503, 166 Atl. 580 (1933). 

302 Pa, Stat. ANN. (Purdon, 1931) tit. 72, § 2301. 

803 Cf, Leach’s Estate, 282 Pa. 545, 128 Atl. 497 (1925). 

304 The section taxing exercise of powers was first placed in the 1918 Act. 
40 STAT. 1097 (1919). In the absence of express provision the property appointed 
was held not taxable. United States v. Field, 255 U.S. 257 (1921). 

305 65 F.(2d) 665 (C. C. A. 3d, 1933), (1933) 2 Geo. Wasu. L. REv. 120. 

306 Pennsylvania Co. for Insurance on Lives v. Lederer, 292 Fed. 629 (E. D. Pa. 
1923), (1924) 37 Harv. L. Rev. 628; Lee v. Commissioner, 57 F.(2d) 399 (App. 
D. C. 1932), cert. denied, 286 U.S. 563 (1932). 

307 Potter’s Estate, 13 D. & C. 667 (Pa. 1930); cf. Crolius v. Kramer, 279 Pa. 
275, 123 Atl. 808 (1924). This is the New York rule. Matter of Lansing, 182 
N. Y. 238, 74 N. E. 882 (1905). But cf. Minot v. Treasurer & Receiver General, 
207 Mass. 588, 93 N. E. 973 (1911). 
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operation of the federal statute.*°* In Waldemar R. Helmholz,5° 
however, the Board of Tax Appeals held the exercise of a power to 
appoint a life estate not taxable because defined by Wisconsin law as a 
special power.*!° The distinction of general and special powers was in- 
volved in two other Board decisions,*"* which held that powers whose 
existence was contingent upon specified circumstances were nevertheless 
general and that their exercise subjected the property appointed to a 
tax. The decisions seem sound, since the nature of the right is not 
affected by the fact that it might not have existed under other con- 
ditions.*"” 

Proceeds of Insurance Policies. Although the language of the federal 
statute is broad enough to include all insurance in favor of named bene-. 
ficiaries,*‘* the Treasury Department has accepted the view that such 
insurance is taxable only if the insured reserves power to change the 
beneficiaries, or other “ incidents of ownership ”.*** That policies re- 
serving the right to change beneficiaries are taxable when taken out 
after the enactment of the section including them in the gross estate 
was established by Chase Nat. Bank v. United States,*\° and two de- 
cisions in the past year *’* have extended the holding to insurance taken 
out prior to that time.*‘7 Other recent cases have considered reserva- 


308 A similar result as to Pennsylvania law was reached in Pennsylvania Co. for 
Insurance on Lives v. Lederer, 292 Fed. 629 (E. D. Pa. 1923). Cf. Old Colony 
Trust Co., 29 B. T. A., Jan. 5, 1934 (power exercised under a general residuary clause 
by Massachusetts law). 

309 28 B. T. A. 165 (1933). 

810 Wis. Stat. (1931) § 232.06. A power to appoint a limited interest has 
been held a general power within the Estate Tax. Fidelity-Philadelphia Trust Co. 
v. McCaughn, 34 F.(2d) 600 (C. C. A. 3d, 1929), cert. denied, 280 U. S. 602 (1929). 
An additional ground for the decision in the Helmholtz case was the limitation of 
the objects of the power to natural persons, which would make it special even by the 
federal rule. Fidelity Trust Co. v. McCaughn, 1 F.(2d) 987 (E. D. Pa. 1924); 
Leser v. Burnet, 46 F.(2d) 756 (C. C. A. 4th, 1931); see SuGDEN, Powers (8th 
ed. 1861) 394. 

311 J, Gilmore Fletcher, 29 B. T. A. 503 (1933); Kate Allerton Johnstone, 29 
B. T. A., Feb. 1, 1934. 

312 See Cowman v. Classen, 156 Md. 428, 442, 144 Atl. 367, 373 (1929). See 
also Twitchell’s Estate, 284 Pa. 135, 137, 130 Atl. 324 (1925), which characterizes 
as general the conditional power involved in Forney’s Estate, 280 Pa. 282, 124 Atl. 
424 (1924). 

313 Revenue Act of 1918, § 402(f), 40 Stat. 1098 (1919). Corresponding sec- 
tions of later acts are similar. 

314 UJ. S. Treas. Reg. 70, Art. 27, as amended by T. D. 4296, [X-2 Cum. Bull. 
427. This limitation indicates a doubt as to the constitutionality of including 
policies in which the decedent had no beneficial interest at the time of his death. 
See Chase Nat. Bank v. United States, 278 U. S. 327, 334-35 (1929) ; Oppenheimer, 
Proceeds of Life Insurance Policies Under the Federal Estate Tax (1930) 43 Harv. 
L. REv. 724, 750 et seq. 

315 278 U.S. 327 (1929). 

316 Liebes v. Commissioner, 63 F.(2d) 870 (C. C. A. 9th, 1933) ; Levy’s Estate 
v. Commissioner, 65 F.(2d) 412 (C. C. A. 2d, 1933). Accord: Heiner v. Grandin, 
44 F.(2d) 141, 56 F.(2d) 1082 (C. C. A. 3d, 1930, 1932), cert. denied, 286 U. S. 
561 (1932). 

317 The rationale of the Chase case was that the powers reserved by the decedent 
prevented the beneficiaries’ rights from being complete, and that the completion of 


47 

of 
ly 
nt 
of 
1e 
rs 
id 
e 
i 
y 
, q 
n 
\- 
e 
| 
| 
7 


1246 HARVARD LAW REVIEW [Vol. 47 


tion of loan and surrender privileges a sufficient retention of control to 
permit inclusion in the gross estate,*1* and this was impliedly recognized 
in Levy’s Estate v. Commissioner,*’® which held that a statutory re- 
quirement of consent by the beneficiary **° prevented these rights from 
serving as a basis of taxation. Such powers over disposition of the 
policies seem sufficiently substantial to bring them within the doctrine 
of the Chase case,**! and the holding that necessity for consent of the 
beneficiary prevents this result is justified by analogy to cases of treats 
revocable only with similar consent.*?? 

Two recent cases involved insurance payable to the estate. In Gain 
missioner v. Jones *** policies so payable, but by Tennessee law inur- 
ing to the benefit of the decedent’s wife and children and not subject 
to his debts,*** were held not taxable, on the ground that the intention 
of the federal statute was to cover only insurance which becomes gen- 
eral assets of the decedent.**° Meyers’s Estate *** presented the con- 
verse situation under a Pennsylvania statute which exempted from 
a death tax policies payable otherwise than to the estate.*** Insurance 
in favor of a trustee with powers of revocation in the insured and dis- 
tributable as the latter should direct in his will was held taxable, since 
he retained full control and beneficial rights, and the effect was the 
same as though the proceeds were payable to the estate.*** 


2. The Net Estate 


Claims against the Estate. Several recent cases have presented claims 
for deductions from the amount of taxable property of the decedent 
upon the ground that transfers or payments were made for consideration. 
McEvoy v. Wegman **® involved a conveyance in contemplation of 


the transfer by destruction of the powers was taxable. See Chase Nat. Bank v. 
United States, 278 U. S. 327, 336 (1929). This applies equally to insurance effected 
before the statute. Cf. Reinecke v. Northern Trust Co., 278 U. S. 339 (1929). 
But cf. Llewellyn v. Frick, 268 U.S. 238 (1925). 

318 Sampson v. United States, 1 F. Supp. 95 (D. Mass. 1932) ; Pennsylvania Co. 
for Insurance on Lives, 29 B. T. A., Feb. 28, 1934; Bessie M. Ballinger, 23 B. T. A. 
1312 (1931). 

319 65 F.(2d) 412 (C. C. A. 2d, 1933). 

320 N. Y. Dom. Ret. Law (1909) § 52 

321 The insured by borrowing on or surrendering the policy might secure the 
benefit of the insurance for himself. See RicHarps, INsurRANCE (4th ed. 1929) 
572; 2 Coucn, CycLopep1a oF INsuRANCE Law (1929) §$§ 333-35. 

822 Reinecke v. Northern Trust Co., 278 U. S. 339 (1929). See also p. 1242, 
supra. Apparently such consent will usually be necessary if the beneficiary has 
been irrevocably named. See note 321, supra. 

323 62 F.(2d) 496 (C.C. A. 6th, 1932). 

324 Tenn. Cope (1932) § 8456. 

325 Cf. Appeal of Lucky, 2 B. T. A. 1268 (1925). But cf. Merrill Trust Co., 
21 B. T. A. 970 (1930). 

826 309 Pa. 581, 164 Atl. 611 (1933). 

827 Pa. Strat. ANN. (Purdon, 1931) tit. 72, § 2301. 

328 Cf. Union Trust Co. v. McCaughn, 24 F.(2d) 459 (E. D. Pa. 1927) ; Mar- 
maduke B. Morton, 23 B. T. A. 236 (1931). 

829 249 N. W. 263 (Iowa 1933). 
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death to a woman who had agreed to care for the decedent in return for 
maintenance for herself and her child. Since the land transferred was 
outside the terms of this agreement, the court considered it a taxable 
gift.**° In Mitchell v. United States **' the executors were allowed to 
deduct payments on claims against the estate *** based upon an oral 
guaranty of loans to corporations in which the decedent’s family had 
been interested.*** Although in both cases there was lack of a legally 
enforceable obligation arid present an element of moral obligation, the 
difference in result seems justified by the primarily donative intent in 
one, and the business nature of the transaction in the other.*** In 
Matter of Seitz *** a bequest to satisfy an antenuptial contract was held 
taxable upon the ground that marriage was not the adequate considera- 
tion in money or money’s worth *** required by the statute.*** Simi- 
larly, Latty v. Commissioner *** denied deduction of sums paid by the 
executor to discharge a contract by the decedent to leave $50,000 by 
will to his daughter in consideration of her agreement not to make any 
claims against him or his estate or to contest the will. Both cases seem 
sound since the respective statutory provisions appear to contemplate 
consideration capable of a cash valuation **® which could not be given 
to the rights there involved. The Seitz case is of particular interest 
since it removes, in part at least, a special exemption allowed by the New 
York decisions in situations involving marital rights, which is not per- 
mitted where other contractual claims are involved.**° Such an excep- 


830 Accord: People v. Porter, 287 Ill. 401, 123 N. E. 59 (1919) ; see Rottschaefer, 
supra note 240, at 456. 

331 5 F, Supp. 301 (N. D. Ill. 1933). 

332 Revenue Act of 1926, § 303(a)1, 44 STAT. 72, 26 U. S. C. App. § 1095(a) 1. 

333 But cf. Matter of Wormser, 36 Misc. 434, 73 N. Y. Supp. 748 (1901); see 
GLEASON AND OTIS, op. cit. supra note 263, at 616. 

334 See Rottschaefer, supra note 240, at 456. One case, of course, involves con- 
sideration for an inter vivos transfer, and the other, a claim of deduction for a 
debt, but the controlling considerations are similar. See Latty v. Commissioner, 62 
F.(2d) 952, 954 (C. C. A. 6th, 1933) ; Note (1929) 43 Harv. L. Rev. 293, 296. 

335 262 N. Y. 32, 186 N. E. 193 (1933). 

886 Accord: Floyer v. Bankes, 3 De G. J. & S. 306 (1863) ; cf. Worcester County 
Nat. Bank v. Commissioner of Corp., 275 Mass. 216, 175 N. E. 726 (1931). But cf. 
Ferguson v. Dickson, 300 Fed. 961 (C. C. A. 3d, 1924). The court in the principal 
case considered release of dower insufficient consideration because decedent owned 
no realty at the time of the contract; a preferable basis would seem to be that 
dower is itself taxable, and this tax should not be avoided by an exchange for 
some other claim. See cases cited in note 232, supra, and Note (1929) 43 Harv. L. 
REV. 293, 295. 

387 N. Y. Tax Law (1930) § 249s. 

388 62 F.(2d) 952 (C. C. A. 6th, 1933). 

339 The New York statute required an “adequate and full ‘consideration in 
money or money’s worth”. N. Y. Tax Law (1930) § 249s. The federal, a “ fair 
consideration in money or money’s worth”. 43 STAT. 305 (1924), 26 U. Ss. C. 
§ 1095(a)1 (1926). 

340 A bequest to pay a debt or satisfy a contract was held taxable in New York 
as in other jurisdictions. Matter of Gould, 156 N. Y. 423, 51 N. E. 287 (1898) ; 
cf. People v. Estate of Field, 248 Ill. 147, 93 N. E. 721 (1911) ; Hill v. Treasurer & 
Receiver General, 227 Mass, 331, 116 N. E. 509 (1917). But no tax was imposed 
where an antenuptial contract was involved. Matter of Schmoll, 191 App. Div. 
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tion seems especially unjustified since the intent in this class of cases is 
of the donative sort intended to be reached by the Estate Tax.**+ 

Property Previously Subjected to Death Tax. Another class of de- 
ductions involved in several recent cases is that allowed by the federal 
and several state statutes to property which has been subject to death 
duties within a limited time previously.**? Two recent cases *** have 
held that the period between the deaths of the two decedents and not 
that between the receipt of the property and the death of the second 
decedent is controlling. The problem is simply one of construing the 
statutes, and measuring the period from death eliminates any danger of 
delaying administration where a legatee may gain thereby.*** 

Lang v. Commissioner,**® which held that property acquired by a 
surviving tenant by the entirety upon the death of the cotenant was not 
obtained by “ bequest, devise or inheritance ” within the meaning of 
the income tax provisions of the Revenue Act of 1926 **° indicates a 
defect in the provision for deduction of property previously subject to 
tax, which uses the same language.*‘7 The deduction had been allowed 
to an estate by the entirety in Commissioner v. Fletcher Savings & 
Trust Co.,°*® but the Lang case throws considerable doubt upon that 
decision, and amendment of the statute would seem a remedy preferable 
to varying constructions of identical language in different parts of the 
Revenue Acts. 

Gifts to Charity. Decisions involving charitable bequests under the 
federal statutes **° have established the rule that deduction will be per- 
mitted where the value of the gift can be presently ascertained with 
reasonable certainty.*°° Provident Trust Co. v. United States **' al- 
lowed deduction of the value of a remainder to charity contingent on the 


435, 181 N. Y. Supp. 542 (1920), aff'd, 230 N. Y. 559, 130 N. E. 893 (1920). The 
principal case distinguished older decisions as involving different statutory pro- 
visions. See Matter of Seitz, 262 N. Y. 32, 37, 186 N. E. 193, 194 (1933). 

341 See Phillips v. Gnichtel, 27 F.(2d) 662, 665 (C. C. A. 3d, 1928); Note 
(1929) 43 Harv. L. REv. 293, 296-97. 

842 Revenue Act of 1924, § 303(a)2, 43 Stat. 305, 26 U.S. C. § 1095(a)2 (1926); 
N. Y. Tax Law (1930) § 2498(2) ; Ore. Cope ANN. (1930) § 10-604. 

843 Second Nat. Bank & Trust Co. v. Commissioner, 63 F.(2d) 815 (C. C. A. 
6th, 1933) ; Jn re Blagen’s Estate, 23 Pac.(2d) 917 (Ore. 1933), rev’g on rehearing, 
s. C., 18 Pac.(2d) 591 (Ore. 1933). 

344 That such procedure might be resorted to is illustrated by Brown v. 
Routzahn, 63 F.(2d) 914 (C. C. A. 6th, 1933), cert. denied, 54 Sup. Ct. 60 (1933), 
(1933) 33 Co. L. Rev. 1269 (renunciation, in contemplation of death, of bequest 
from decedent who died seven years before) ; cf. In re Howe’s Estate, 163 Atl. 234 
(N. J. 1932). 

345 289 U.S. 109 (1933). 

346 Revenue Act of 1926, § 204(a)5, 44 SraT. 14, 26 U.S.C. App. § 935(5). 

347 Revenue Act of 1924, § 303(a) 2, 43 Stat. 305, 26 U.S. C. § 1095(a)2 (1926). 

348 59 F.(2d) 508 (C. C. A. 7th, 1932), (1932) 18 Corn. L. Q. 121. 

3849 Revenue Act of 1924, § 303(a)3, 43 STaT. 306, 26 U. S. C. § 1095(a)3 
(1926). Corresponding provisions of other Acts are similar. 

850 Humes v. United States, 276 U.S. 487 (1928); Ithaca Trust Co. v. United 
States, 279 U. S. 151 (1929). 

351 54 Sup. Ct. 389 (1934), (1934) 47 Harv. L. Rev. 1061. 
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death of the life tenant without issue, upon a showing that a surgical 
operation had rendered her sterile, the Court treating the matter as a 
practical problem and refusing to follow the almost unanimous Ameri- 
can rule that there is a conclusive presumption of capacity to bear chil- 
dren.*®?. Two cases have involved legacies coupled with requests to 
devote the money to charity, which were complied with by the legatee.*** 
The deduction was allowed only where the Board could find language in 
the will which definitely earmarked a fixed sum for charity,*** a result 
undoubtedly justified by the terms of the statute.*°* 

The recent New York estate tax has raised an analogous problem. 
Unlike the federal statute, it gives a deduction from gross estate of 
$20,000 on gifts to a spouse and $5,000 to near relatives.*** Several 
cases in the surrogates’ courts have indicated that the deduction can be 
allowed only when it is certain that the beneficiary entitled thereto will 
receive the gift, and only to the extent of the value he is sure to take.**” 
Such a construction seems reasonable, since it eliminates the complica- 
tions involved in a succession tax upon contingent remainders,*** and is 
in accord with the federal practice in analogous situations, uniformity 
with which is one of the aims of the New York statute.®°° 


3. The Eighty Per Cent Credit 


Since 1926 the Federal Government has permitted a credit for state 
death duties paid up to 80 per cent of the federal levy,°® the effect 
being to permit the states by appropriate legislation to obtain 80 per 


352 Farrington v. Commissioner, 30 F.(2d) 915 (C. C. A. 1st, 1929), cert. denied, 
279 U.S. 873 (1929); Fletcher v. Los Angeles Trust & Sav. Bank, 182 Cal. 177, 187 
Pac. 425 (1920) ; see Note (1930) 67 A. L. R. 538. 

853 Mississippi Valley Trust Co., 28 B. T. A. 387 (1933) (bequest to wife and 
sons, leaving to their discretion application as testator would have wished) ; John 
Markle, 28 B. T. A. 201 (1933) (bequest of $200,000 to executors to establish suit- 
able memorial, discretion to use part of fund for an endowment). 

854 The Board found such language in the Markle bequest, especially the pro- 
vision for endowment. Cf. Dugan v. Miles, 292 Fed. 131 (C. C. A. 4th, 1923); 
St. Louis Union Trust Co. v. Burnet, 59 F.(2d) 922 (C. C. A. 8th, 1932). 

355 “ The amount of all bequests, legacies, devises, or transfers . . . to or for 
. .. any corporation organized and operated exclusively for religious, charitable 
. . . or educational purposes. . . .” Revenue Act of 1924, § 303(a)3, 43 STAT. 306, 26 
U.S. C. § 1095(a)3 (1926). 

356 N. Y. Tax Law (1930) § 249q. 

357 Matter of Smith, 147 Misc. 73, 264 N. Y. Supp. 431 (1933) (remainder to 
children living when one reaches forty or sooner dies); Matter of Chollet, 148 
Misc. 782, 266 N. Y. Supp. 415 (1933) (remainder contingent on death of life 
tenant without issue); Matter of Lande, 149 Misc. 203, 266 N. Y. Supp. 879 
(1933) (gift of income and of principal when beneficiary reached 25, deduction only 
to ooo "4 life estate) ; cf. Matter of Leichtman, 147 Misc. 589, 265 N. Y. Supp. 
617 (1933). 

858 See GLEASON AND OrTIs, op. cit. supra note 263, at 508 et seqg.; (1928) 41 
Harv. L. Rev. 801. Cf. In re Waterman’s Estate, 22 Pac.(2d) 53 (Wash. 1933). 

eae See Matter of Weiden, 263 N. Y. 107, 110, 188 N. E. 270, 271 (1933) ; Matter 
of Smith, 147 Misc. 73, 77, 264 N. Y. Supp. 431, 435 (1933). 

360 Revenue Act of 1926, § 301(b), 44 Stat. 70, 26 U. S. C. App. § 1093 (1926). 
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cent of the amount which would go to the national treasury. To take 
full advantage of this provision a number of states have provided an 
additional death duty equal to the difference between the normal state — 
tax and 80 per cent of the federal,**' and interesting problems of ad- 
justment have resulted. In Crane’s Estate *® a Pennsylvania testator 
left property to life tenants and remaindermen, the tax on which was by 
state law to be paid by the remaindermen at any time before coming 
into possession, and by the life tenants from income as it accrued.*® 
Since these payments could be credited against the federal levy only 
if made within three years, and since if not credited the state would 
impose an additional assessment, which, as an estate tax, would come | 
out of principal,*** leaving the normal tax still due, the executors paid 
the latter out of the estate, thus saving a large sum to all the legatees. 
Thereafter the remaindermen claimed that the life tenants should re- 
store the amount of their share of the tax to principal. The court recog- 
nized that there had been no impairment of principal which would not 
have existed without the executors’ prepayment but considered that the 
resulting benefits could be more equitably distributed than by refusing 
all relief as had been done by the court below.*® The loss of the re- 
mainderman would be the amount of the tax paid upon the life estates, 
while that of the life tenants would be only a life interest in the amount 
of the tax on the remainder. Accordingly, the court ordered the life 
tenants to restore to principal the amount paid out on account of their 
interests, reduced by the capitalized value of the income which would 
have accrued from the amount paid out on account of the remainder 
interest.°*° 

Another problem in this connection appeared in Markle’s Estate,* 
in which the executor had obtained a 5 per cent discount from the as- 
sessed amount of the state death tax by prompt payment.*** The court 
held that in assessing the additional state tax the amount of the normal 
tax as assessed could be deducted from 80 per cent of the federal tax. 
Since the federal statute permits credit only for “such taxes as were 


361 See, e.g., Me. Rev. Stat. (1930) c. 77, §27; Munn. Stat. (Mason, Supp. 
1931) § 2321-1; Pa. Stat. ANN. (Purdon, 1931) tit. 72, § 2303. 

362 170 Atl. 284 (Pa. 1934). 

363 Pa, Stat. ANN. (Purdon, 1931) tit. 72, §§ 2304, 2321; Penn-Gaskell’s Estate 
(No. 1), 208 Pa. 342, 57 Atl. 714 (1904) ; see Brown’s Estate, 208 Pa. 161, 164, 57 
Atl. 360, 361 (1904) ; Henris’s Estate, 53 Pa. Super. 633, 635-36 (1913). 

364 See note 361, supra. 

865 Crane’s Estate, 165 Atl. 858 (Pa. Super. 1933), (1933) 43 YALE L. J. 134. 

366 The proportion of the present values of the life estate and remainder was 
approximately 5 to 4 ($99,791.11 to $79,158.25), that is, the life estate is 5/9 of the 
value of the property, and the remainder 4/9. The value of the life interest in the 
amount of the remainder tax would be 5/9 of $79,158.25, or $43,976.80, which 
the life tenants are entitled to set off against the tax on their interests. $99,791.11 
less $43,976.80 gives $55,814.31. The court’s more exact computation gave a result 
of $55,648.52. Compare (1933) 43 YALE L. J. 134, 136. 

867 311 Pa. 472, 166 Atl. 884 (1933). 

368 Pr. Stat. Ann. (Purdon, 1931) tit. 72, § 2442. 
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actually paid ”’,°°° the decision may defeat the purpose of the additional 
tax to the extent of the discount, which the federal officials will probably 
not recognize as a tax “ paid ” for purposes of the credit.*° It might 
be argued that the Federal Government should recognize the discount as 
“ tax paid ” in order not to thwart the purpose of facilitating collection. 
But the considerable concession in the allowance of the credit is a basis 
for demanding a reasonable degree of conformity from the states. 


III. Income TAXATION 


Nearly all the significant cases in income taxation have arisen under 
the Federal Revenue Acts. Twenty years of the income tax have 
tutored taxpayers and the government to a combative subtlety produc- 
tive of many interesting decisions and a little law. During the period 
under review, the honors of the combat seem to rest with the govern- 
ment. Perhaps, where issues of power are involved, that is not undesir- 
able; nevertheless, more desirable would be evidences of a judicious 
use of the power to produce an internally harmonious and administra- 
tively certain tax. The undiminished stream of tax litigation scarcely 
indicates arrival at that desideratum. 


1. Realization of Income 


The ideally simple example of realized income is cash in hand re- 
ceived. Upon this simple test of realization for persons keeping their 
accounts upon a cash basis, the doctrine of constructive receipt has been 
engrafted.*7!_ But merely declaring a dividend payable on or before the 
last day in the tax year will not charge shareholders with constructive 
receipt of the dividend in that year if they get no immediate com- 
mand over the money.**? Raleigh v. United States *** indicates that 
if a taxpayer has not been accounting for money constructively received, 
he cannot, when he commences to do so, treat as received in earlier and 
closed tax years money then credited to his account but not withdrawn 
by him or included in prior returns. One might have thought that such 
alternative methods of cash accounting were not possible here and that 
the Commissioner had simply made a costly mistake in auditing the 


369 44 Stat. 70 (1926), 26 U. S. C. App. § 1093 (1926). 

370 A federal case has already so held. Smith v. Commissioner, 59 F.(2d) 533 
(C. C. A. 7th, 1932). : 

371 See, e.g., U. S. Treas. Reg. 77, Arts. 332, 333 (1933). Broadly, they treat 
money unqualifiedly made subject to one’s command as received. 

372 Avery v. Commissioner, U. S. L. Week, May 1, 1934, at 749 (U. S. Sup. 
Ct.); cf. Commissioner v. Adams, 54 F.(2d) 228 (C. C. A. 1st, 1931). In the 
Adams case, the dividend resolution did not expressly make the dividend payable 
in the earlier year, but the court reached its decision on the theory that § 213(a) of 
the 1924 Act repealed the constructive receipt phase of § 201(e) of the 1921 Act. 
But cf. Shearman v. Commissioner, 66 F.(2d) 256 (C. C. A. 2d, 1933). 

373 5 F. Supp. 622 (Ct. Cl. 1934). 
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earlier returns. A more questionable illustration of constructive re- 
ceipt is Webb v. Commissioner.*** There a friend opened, financed, and 
managed a margin stock trading account for the taxpayer; he never 
consulted the taxpayer about it nor, it seems, was she to be liable for any 
deficiency arising upon it. The taxpayer had not assumed to withdraw 
anything from the account. The court held that the amount standing 
to her credit at the end of the year in suit was income received in that 
year on a cash basis. The account was closed out and the balance paid 
the taxpayer in the following year. Under the court’s view the profit at 
least did not escape all taxation as a gift *"> at the later time of the 
credit balance, the only plausible alternative to treating the profit as 
income constructively received.*”° 

Accrual accounting, however, presents the most difficult problems. 
Usually the conflict will turn about the propriety of attributing income 
to a year earlier or later than that in which it is in fact received be- 
cause of the prospective uncertainty of receipt or of right to retain. 
Occasionally, as in Helvering v. St. Louis Southwestern Ry.,*"" the 
threat of an administrative impasse crops up. There a railway during 
federal control, 1918 to 1920, accrued as income amounts equal to the 
so-called test period figure. But it claimed from the Director General 
as compensation much more than the test period figure and received in 
1923 an additional $2,000,000. The court held that the amount so 
received was income in the years 1918-1920 and not in 1923; liability 
to compensate had at all times been conceded by the Director General, 
the event solely determinative of its amount — federal occupation of the 
road — took place in 1918-1920, and only the computation of that 
amount was in dispute.*** But Judge Woodrough, dissenting,*”® pointed 
out that the majority result accrued the income back to years beyond 
the Statute of Limitations and so exempted it altogether from tax. 
Clearly such a result is undesirable; yet if the income properly belonged 
in the earlier years, it is difficult to condemn accrual accounting out of 
hand because it sharply points an administrative gap. Such re-alloca- 
tion of income might well be conditioned in future on a reopening of the 
earlier returns pro tanto.**° Commissioner v. Terre Haute Elec. Co.,3** 


874 67 F.(2d) 859 (C. C. A. 2d, 1933). 

875 44 Stat. 24 (1926), 26 U. S. C. App. § 954(b) (3) (1926); Cunningham v. 
Commissioner, 67 F.(2d) 205 (C. C. A. 3d, 1933). The gift tax had been repealed. 
44 STAT. 125 (1926). 

876 On the general problem of realization on a cash basis, see Magill, When Is 
Income Realized (1933) 46 Harv. L. REv. 933, 934-40. 

877 66 F.(2d) 633 (C. C. A. 8th, 1933). 

878 Accord: Commissioner v. Old Dominion S. S. Co., 47 F.(2d) 148 (C. C. A. 
2d, 1931) ; Commissioner v. Midland Valley R. R., 57 F.(2d) 1og2 (C. C. A. roth, 
1932) ; cf. Continental Tie & Lumber Co. v. United States, 286 U. S. 290 (1932). 

879 He would have limited accrual back to cases in which all the tax years af- 
fected were within the jurisdiction of the taxing authority to revise. 

880 In Burnet v. Sanford & Brooks Co., 282 U. S. 359, 362 (1931), the Court 
apparently acquiesced in the lower court’s so doing. Sanford & Brooks Co. v. Com- 
missioner, 35 F.(2d) 312, 315 (C. C. A. 4th, 1929). 

881 67 F.(2d) 697 (C. C. A. 7th, 1933). 
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though it did not include the administrative point, raised a similar ques- 
tion of delayed- computation upon a lessee’s covenant to pay his lessor’s 
income tax within thirty days after final adjudication of its amount. 
It was held that the amounts so payable by the lessee were income to 
the lessor **? in the years in respect of which the tax was due — ten and 
eleven years preceding the final determination of the tax.*** Again this 
produces an undesirable suspension; the propriety of accruing particu- 
lar items might well be judged individually in terms of approximation 
of cash certainty.*** A contrary result has been reached where the 
amount due under a municipal contract was rendered uncertain by the 
city’s right to apply retained percentages against possible costs for main- 
tenance of the works constructed.** 

The actual receipt of money in one year is, of course, a stumbling 
block to postponing its accrual as income to a later year.*** Thus, a 
gas company brought a bill to annul a rate order, obtained an inter- 
locutory injunction against its enforcement, and under that order paid 
the differential of the old and new rates into court. Some three years 
later it was allowed to withdraw the impounded fund upon giving a 
bond to repay if the rate order were ultimately sustained. After another 
three years the rate order was annulled as of the date of making. Com- 
missioner v. Brooklyn Union Gas Co.*** held the impounded fund in- 
come in the year of its withdrawal from court, not in the year the 
litigation ended: the taxpayer then got the fund under a claim of right 
and without restriction as to use.*** In another rate suit an interlocutory 
injunction issued, finding the rate confiscatory and permitting the com- 
pany to withdraw similarly impounded funds, upon giving a surety bond 
or collateral. Although not so withdrawn, the money was held to be 


882 United States v. Boston & Me. R. R., 279 U.S. 732 (1929); cf. U. S. Treas. 
Reg. 77, Art. 70 (1933). 

383 United States v. Anderson, 269 U. S. 422 (1926), had clearly approved 
accrual of tax liability in advance of assessment where, at least, the events have 
occurred which objectively fix the amount of and liability for the tax. Accord: 
Uncasville Mfg. Co. v. Commissioner, 55 F.(2d) 893 (C. C. A. 2d, 1932). 

384 Compare the emphasis on certainty of estimation in Continental Tie & 
Lumber Co. v. United States, 286 U.S. 290, 297 (1932), and the emphasis on cash 
equivalence in Burnet v. Logan, 283 U. S. 404, 413 (1931). 

385 Commissioner v. Cleveland Trinidad Paving Co., 62 F.(2d) 85 (C. C. A. 
6th, 1932). Compare Continental-Illinois Nat. Bank & Trust Co. v. United States, 
67 F.(2d) 153 (C. C. A. 7th, 1933), holding that dividends distributed under a 
decree were income to the shareholder in the year in which the decree was finally 
affirmed, rather than in the year the lower court entered it. But cf. Commissioner 
v. Brooklyn Union Gas Co., 62 F.(2d) 505 (C. C. A. 2d, 1933). -The familiar dis- 
tinction between contested liability and contested amount may often be decisive. 
Cf. Commissioner v. Southeastern Express Co., 56 F.(2d) 600 (C. C. A. 5th, 1932) ; 
Safety Car Heating & Lighting Co. v. United States, 5 F. Supp. 276 (D. N. J. 
1933). 
886 Cf., e.g., North Am. Oil Cons. v. Burnet, 286 U. S. 417 (1932). 

887 62 F.(2d) sos (C. C. A. 2d, 1933) ; see Magill, supra note 376, at 945. 

388 This is the test suggested in North Am. Oil Cons. v. Burnet, 286 U. S. 417, 
424 (1932), there applied to net profits paid to the taxpayer under final decree of a 
lower court, despite a subsequent unsuccessful appeal. 
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income in the years subsequent to the interlocutory injunction in which 
it was earned and impounded. On this latter point Judge Learned Hand 
dissented. The two situations are sharply divergent; payment subject 
to a duty to repay upon a contingency not too likely to eventuate offers 
a clearer case for accrual than does the existence of a right to obtain 
payment subject to a condition of giving security for return of the funds 
in case a statute is finally held unconstitutional. But the existence of 
the interlocutory order holding the statute confiscatory constituted a 
formidable claim of right which, linked to the rather expensive power 
to get the money, outweighed the chance that the company might never 
become entitled to the fund.**® That questions of accrual should turn 
on a balance of probabilities nice enough to cause division of judicial 
opinion, however, seems unfortunate. 

Waukesha Malleable Iron Co. v. Commissioner *® exhibits an un- 
usual respect for dry legal relations.**' After a parent company had 
obtained an option to buy the taxpayer’s plant at $500,000, a subsidiary 
company obtained another option to buy after the expiration of its 
parent’s option, at $275,000, and it paid $50,000 down. This de- 
posit was to be repaid only if the parent chose to exercise its option. 
The taxpayer was so certain that this would not happen that it dis- 
tributed the money in dividends, and yet the court held that the $50,000 
was not income accrued until the expiration of the parent’s option, the 
fiscal year after the payment to the taxpayer.*®? In point of fact only 
an act bordering on corporate fatuity could have deprived the taxpayer 
of the money. On the other hand, in Commissioner v. Inland Finance 
Co.,*** the taxpayer cancelled subscriptions to its shares for defaults in 
paying installments and retained the payments already made; a practice 
of allowing reinstatement was held to prevent the payments becoming 
income to the taxpayer in the year of cancellation. Yet this custom 
obviously might postpone accrual of the forfeited installments to the 
date of the company’s dissolution. 


389 But cf. Burnet v. Logan, 283 U.S. 404, 413 (1931). 
890 67 F.(2d) 368 (C. C. A. 7th, 1933). It was important to accrue the pay- 
ment in the later year so that the installment sales provisions would not apply. 

391 Cf. Lucas v. North Tex. Lumber Co., 281 U. S. 11 (1930), in which the 
Court refused to allow accrual of the purchase price under a contract to sell land 
in the year the contract was made, on the ground that without the vendor’s tender 
the purchaser’s liability did not become unconditional. 

392 Cf. Baird v. United States, 65 F.(2d) 911 (C.C. A. sth, 1933). The taxpayer 
received half a million down payment on the sale of an oil lease for two and a half 
millions, with right to claim forfeit of the down payment if the buyer defaulted, 
and subject to a duty to account for oil run between the dates of contract and of 
closing. The buyer defaulted and the taxpayer had the contract annulled upon 
returning part of the down payment. It was held that the down payment was not 
income when received, the taxpayer having elected not to treat it as such, and his 
right to retain being subject to several contingencies. 

893 63 F.(2d) 886 (C.C. A. oth, 1933). 
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2. Accrual of Expense and Loss 


The inverse problem of allocating items of expense and loss to the 
years in which they will do the taxpayer or government the most good 
involves similar factors. Central Iron & Steel Co. v. United States *** 
pointed out that since a company in receivership pays no interest on 
unsecured claims unless it can show a surplus, interest paid on such 
claims is accruable not earlier than the year in which the surplus arises, 
though it be payable for all the years during which the claim was in 
suspense.*®* A special rule, however, may forbid the accrual of interest 
expense where normally it would be proper. Such was the case of a 
life insurance company crediting interest to dividends accumulated for 
and payable to its policyholders on their demand. Massachusetts Mut. 
Life Ins. Co. v. United States **° held that it could deduct only such 
interest as was actually paid out during the tax year; the statute, indeed, 
authorized deduction of interest “ paid or accrued ”,°*? and since life 
companies could report only on a cash basis, it was argued that “ or 
accrued ” must have meant, at least, that interest so credited could be 
considered constructively paid out; but Congressional acquiescence in 
Treasury Regulations *** denying such a theory was thought to make it 
clear that “ or accrued ” probably meant nothing and certainly did not 
mean to license companies to keep their books on a mixed cash and 
accrual basis. Nevertheless the “or accrued” may very well have 
meant to create a converse of constructive receipt, applicable to the 
case at bar but not to be extended to cases in which interest fell due and 
was not credited to policyholders. That no attempt had been made to 
tax such interest to policyholders as money constructively received may 
be no more than a reflection on the Commissioner’s acumen. 

The propriety of deducting reserves against contingent liabilities was 
denied in Brown v. Helvering.**® ‘There the taxpayer, an insurance 
agency, sought to deduct amounts paid into a reserve set up against the 
repayment of “ overriding ” commissions; such repayments had to be 
made when fire insurance policies running more than one year were 
cancelled and the unearned premiums returned to the insured. The 
reserve was computed on the average of the preceding five years’ repay- 
ments, and actual repayments were charged against the reserve. It was 
held that neither the whole amount of the reserve set up in the first 
year nor the differentials between the reserve and actual repayments in 
succeeding years could be deducted as expense. Obviously, the practice 
was altogether different in theory from the conventional accrual of lia- 


394 4 F, Supp. 113 (Ct. Cl. 1933). 
395 American Iron & Steel Mfg. Co. v. Seaboard Air Line Ry., 233 U.S. 261 
1914). 

896 288 U.S. 269 (1933). 

897 44 Stat. 48 (1926), 26 U. S. C. App. § 1004(a)(8) (1926). 

398 J. S. Treas. Reg. 62, 65, 69, Art. 685(3) ; id. 74, 77, Art. 975(3). 

$99 54 Sup. Ct. 356 (1934). 
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bilities existing in objective fact but uncertain in the time or amount of 
payment,*°° and it was equally diverse in fact from the cases in which 
the expense sought to be accrued might never have arisen.*°! The re- 
serve was set up against a business certainty susceptible of rather ac- 
curate estimation in dollars and cents. It did no more than burden the 
year in which the commissions were collected with a fairer share of the 
repayments appropriate to that year’s business than was possible under 
the cash method. However open to doubts of its realism *°* the result 
of the case may be, again the weight given by Mr. Justice Brandeis to 
the Commissioner’s disposition of the matter seems eminently praise- 
worthy. 

Lucas v. American Code Co.*** impliedly approved a rather strict test 
for the accrual of loss on account of the taxpayer’s breach of contract, 
requiring a concession of liability, steps taken to negotiate its liquida- 
tion, and the creation of a reasonable reserve against which to charge 
the amount ultimately payable. In Crown Cork & Seal Co. v. United 
States,*°* the taxpayer was sued in 1921 for having broken a contract in 
1919. It interposed a denial and four complete affirmative defenses, 
but it also entered forthwith into compromise negotiations, and at the 
end of 1921 set up a reserve of $10,000 to pay any settlement. The 
case was finally compromised in 1922 for $27,500. It was held that 
this entire amount was deductible in 1922 and not in 1921, since in that 
year liability was contingent and the amount of the settlement un- 
ascertainable.*°* The taxpayer’s acts did not, of course, come up to 
the mark of the American Code case and very likely it is impossible 
under the loss sections of the Act to divide one loss into two years; *° 
for if a loss is so uncertain that it cannot be charged off all at once, it 


400 E.g., United States v. Anderson, 269 U.S. 422 (1925) (accrual in 1916 of 
taxes for 1916 business to be assessed and payable in 1917) ; American Nat. Co. v. 
United States, 274 U. S. 99 (1927) (amounts payable, under guaranties of interest 
bonuses, throughout life of mortgages sold by guarantor). 

401 E.g., Weiss v. Wiener, 279 U. S. 333 (1929) (lessee’s claim for obsolescence 
of buildings when it did not appear he would ever have to restore them) ; Lucas v. 
American Code Co., 280 U. S. 445 (1930) (reserve against liability on account of 
breach of contract to employ for eighteen years, reduced to judgment three years 
later). 

402 Compare the equally undesirable result in New York Life Ins. Co. v. Ed- 
wards, 271 U.S. 109, 116 (1926) (no amortization of premiums paid on bonds pur- 
chased for investment). 

403 280 U.S. 445 (1930). 

404 4 F, Supp. 525 (E. D. N. Y. 1933). 

405 Compare J. N. Pharr & Sons, Ltd. v. Commissioner, 56 F.(2d) 832 (C. C. A. 
5th, 1932), where apparently only the measure of damages was contested; the 
taxpayer was not allowed to accrue loss as of the date of breach, though the breach 
seemed wilful and conscious. 

406 47 Stat. 180 (1932), 26 U. S. C. Supp. VII § 23(f) (1933), has continued 
substantially unchanged from the first Income Tax Act. It provides simply for 
deduction of “ losses sustained during the taxable year and not compensated for 
by insurance or otherwise ”. Compare U. S. Treas. Reg. 77, Art. 342 (1933), con- 
siderably varied from U. S. Treas. Reg. 45, Art. 111 (1920), which was apparently 
approved in the American Code case. 
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probably cannot be considered as sustained.*°’ However, in the con- 
verse case of a chose in action existing prior to 1913, the damages re- 
covered have been so far considered income accrued before 1913, al- 
though not awarded until thereafter, as to be altogether exempt from 
tax.*°8 

The tendency in loss cases, partly attributable to United States v. 
S. S. White Dental Mfg. Co.,*°® is to require some sort of dramatic 
indicant of loss. A company’s lapse into receivership was found, in 
Wesch v. Helburn,*° to warrant a shareholder’s claiming a loss on his 
stock in the company, even though the shares were traded in after the 
receivership at from one to six one-hundredths of their par value. |The 
taxpayer’s pessimism was, to say the least, justified.**4 But the rule 
cuts two ways. Thus in Martin v. Commissioner *'* the taxpayer sold 
some stock at a loss; payment was to be made by the purchaser on a 
five-year installment plan. The taxpayer argued that by calling his 
loss “ negative income ” he could claim the benefits of the installment 
sales section *!* and spread the loss over the five years. The court held 
that the loss had to be taken in the year of sale.*1* It seems clear that 
on the day of the sale the taxpayer was tied down to the loss; only a 
breach of the sales agreement, followed perhaps by rescission, could undo 
the disposition made of the shares; even then, no doubt, the return of 
the shares would be treated as a separate transaction, a reacquisition to 
be balanced against the meesiins of the purchaser’s promise as a bad 


407 Compare Clark Dredging Co. v. Commissioner, 63 F.(2d) 527 (C. C. A. sth, 
1933), Where a reserve set up in an amount equal to a liquidated damage clause 
was held not deductible because liability was vigorously contested, and might never 
have been enforced, since a new contract had apparently been made with respect 
to it. 

408 Safety Car Heating & Lighting Co. v. United States, 5 F. Supp. 276 (D. 
N. J. 1933). Reliance was placed on U. S. Treas. Reg. 65, Art. 90 (1924), applicable 
to unconditional claims existing before 1913 and reduced to possession thereafter. 
U. S. Treas. Reg. 77, Art. 90 (1933), likewise treats such claims as exempt from 
tax. But compare U. S. Treas. Reg. 77, Art. 331 (1933), treating damage recoveries 
generally as income in the year of recovery. 

409 244 U. S. 398 (1927), holding that the seizure of the taxpayer’s German 
subsidiary by the German sequestrator of alien enemy property justified the tax- 
payer in writing off at the time of seizure the entire amount of its investment in 
the subsidiary. 410 5 F. Supp. 581 (W. D. Ky. 1933). 

411 Cf. United States v. S. S. White Dental Mfg. Co., 274 U.S. 398, 403 (1927). 
The phrase “ incorrigible optimism ” is repeated in the instant case. 

412 61 F.(2d) 942 (C. C. A. 2d, 1932). 

418 44 Stat. 23 (1926), 26 U.S. C. App. § 953(d) (1926), continued by 47 Star. 
186 (1932), 26 U.S. C. Supp. VII § 44(b) (1933). They provide for spreading the 
profit to be realized on an installment sale over the life of the sales contract. 

#14 Accord: Sacks v. Burnet, 66 F.(2d) 223 (App. D. C. 1933). Compare 
Echols v. Commissioner, 61 F.(2d) 191 (C. C. A. 8th, 1932), (2933) 46 Harv. L. 
Rev. 529, denying a capital loss deduction under 44 Star. 11, 19 (1926), 26 U.S. C. 
App. §§ 932(c),(d), 939(a)(2) (1926), because there was no sale or exchange via 
a distribution in liquidation where a shareholder in a bankrupt corporation received 
no bankruptcy dividend whatever. Presumably the shareholder was able to claim 
an ordinary loss deduction, under 44 Stat. 26 (1926), 26 U. S. C. App. § 955(a) (5) 
(1926). 415 Cf. Burnet v. Sanford & Brooks Co., 282 U. S. 359 (1931). 
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3. What Constitutes Income and Loss 


Bowers v. Kerbaugh-Empire Co.*'* held that the discharge of a debt 
incurred in 1915, payable in German marks, by paying the dollar equiva- 
lent of the depreciated marks in 1921, gave rise to no income to the 
payer, since its wholly owned subsidiary, to which it had advanced 
the money so borrowed, showed and had claimed losses in excess of the 
amount the borrower saved on the fall of the currency.*’’ The bor- 
rowed money, and more, was wholly lost, and the mere diminution of 
loss was said not to be gain, profit or income.*** Five years later, in 
United States v. Kirby Lumber Co.,**® the Court held that a company 
issuing its bonds at par for cash and buying back some of them at dis- 
count in the same year realized a taxable gain. Mr. Justice Holmes 
pointed out that the Treasury Regulations had been asserting that fact 
for years; **° that the Kerbaugh-Empire case dealt with a transaction 
which as a whole was a loss; and that in the Kirby case, on the con- 
trary, there was no shrinkage of assets but a clear gain, making avail- 
able assets theretofore offset by the extinguished bonds. The large area 
between these cases has this year been somewhat narrowed by Helver- 
ing v. American Chicle Co.** There the taxpayer bought out another 
company in 1914, assuming $2,425,000 of its 1909 bonds. In 1922, 
1924, and 1925 the taxpayer bought and retired some of the bonds at 
discount. The Court held that the amount of the discount was income 
in each year of purchase.**? It said that nothing revealed whether the 
transaction as a whole represented a gain or loss, and that the trans- 
action could not be held merely to establish the cost of the assets of 
its predecessor to the taxpayer in the absence of a showing of the nature 
and fate of the assets received. However, the Second Circuit Court of 
Appeals held, in Commissioner v. Rail Joint Co.,*** that the taxpayer 
realized no income by retiring at less than par debentures theretofore 
issued to its shareholders in distribution of part of a write-up surplus.*** 


416 271 U.S. 170 (1926). 

417 The losses were sustained in 1913, 1914, 1916, 1917 and 1918. 1917 was the 
first year for which consolidated returns were authorized for affiliated corporations. 
Revenue Act of 1921, § 1331, 42 StaT. 319 (1921). It does not appear how the 
taxpayer took the loss, whether by bad debt write-offs, or ultimate stock loss write- 
off, or directly in consolidated returns, or by a combination of all three. It was 
still losing money in 1921. 

. ns Bowers v. Kerbaugh-Empire Co., 271 U. S. 170, 175 (1926), per Mr. Justice 
utler. 

419 284 U.S. 1 (1931). 

( as See U. S. Treas. Reg. 45, Art. 544(1)(c) (1920); id. 77, Art. 68(1)(c) 
1933). 

421 54 Sup. Ct. 460 (1934); see (1934) 47 Harv. L. REv. 709. 

422 Substantially in accord is Commissioner v. Coastwise Transp. Corp., 62 
F.(2d) 332 (C. C. A. 1st, 1932) (serial notes issued to pay for ships paid off partly 
in cash at discount, partly by new bonds of less face value). 

423 61 F.(2d) 751 (C. C. A. 2d, 1932), (1933) 42 Yate L. J. 791, (1933) 81 
U. or Pa. L. Rev. 777. 

424 Compare People ex rel. Wedgewood Realty Co. v. Lynch, 262 N. Y. 202, 
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What variations in fact will necessarily evoke holdings of gain and 
no gain remain in doubt despite Helvering v. American Chicle Co. The 
case intimates that if the taxpayer is solvent, prima facie relief from 
debt is automatically income to the extent of any discount.**® Although, 
in a broad sense, a release from liability is income to the releasee,*** 
whether it is taxable net income is a separate inquiry. Thus, paying a 
debt in full yields no taxable gain because it is equally balanced in cost, 
just as was the original incoming of the money lent or the property 
received; but that is not true when a debt is discharged at discount; 
there, since the initial equation of debt and receipt must balance, re- 
duction of the debt at the time of discharge necessarily leaves a net 
gain. If, however, the debtor be insolvent, forgiveness of debt, so far 
as it serves merely to raise the debtor to the point of solvency, creates 
no taxable income **’ because up to that point the remission but cancels 
out the losses that produced insolvency; the year-to-year losses may, 
indeed, have been deducted from current income in previous years as 
they accrued and may have prevented taxation of that income, a result 
irremediable because of the practical necessity of taxing by fiscal 
years; **® but the fact is inescapable, even though it may at times im- 
port a double deduction of loss. Taxation of net income is inevitably 
clumsy in long-term transactions. However, the language of the Ameri- 
can Chicle case suggests that on an ampler record the Court would have 
limited its scrutiny to the particular transaction out of which the debt 
arose.*?® Such a limitation would seem entirely, though perhaps wisely, 
pragmatic. Obviously, where the taxpayer had borrowed money for 
general use, the difference in approach would be immaterial. But if 
bonds were issued for property subsequently found unprofitable, the 
actual redemption price of the bonds might be treated as fixing the cost 
basis on which to take a further loss.**° Similarly the Rail Joint case 
might be approved on the theory that though the whole transaction 


186 N. E. 673 (1933), an interesting variation of this method of distributing profits. 
A reorganization left the shareholders with about equal stock ownership and 
$600,000 in new bonds. It was held that the bonds represented in part at least a 
distribution of surplus taxable as a dividend. 

425 See Helvering v. American Chicle Co., 54 Sup. Ct. 460, 461 (1934); cf. 47 
Srat. 183 (1932), 26 U. S. C. Supp. VII § 23(r) (1) (1933). 

426 Cf. Old Colony Trust Co. v. Commissioner, 279 U. S. 716 (1929). 

427 C}. Burnet v. John F. Campbell Co., 50 F.(2d) 487 (App. D. C. 1931) 
(financially embarrassed debtor paying off debts at discount in 1921 and realizing 
nevertheless a net loss on the year’s operations) ; Commissioner v. Simmons Gin 
Co., 43 F.(2d) 327 (C. C. A. roth, 1930) (composition of unsecured creditors of 
insolvent ; amount of debts discharged by composition not income). 

428 Burnet v. Sanford & Brooks Co., 282 U. S. 359 (1931). 

429 Such seems to have been the approach in Bowers v. Kerbaugh-Empire Co., 
271 U.S. 170 (1926). 

430 Evidently this was the notion behind the contrary American Chicle de- 
cision in the court below. Commissioner v. American Chicle Co., 65 F.(2d) 454, 
455 (C. C. A. 2d, 1933). But cf. Commissioner v. Coastwise Transp. Corp., 62 
F.(2d) 332 (C. C. A. 1st, 1932). The taxpayer had sustained an operating loss in 
the year in which it redeemed part of its serial notes in cash at discount. 
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involved no loss, it could in the circumstances involve no gain.*** Ob- 
viously, as the court held in Carter Hotel Co. v. Commissioner,*** 
redeemable preferred shares issued at discount cannot be treated like 
bonds,*** so long at least as they are not in fact debentures. But the 
general notion, that a release of assets by the cancellation of a charge 
is income, finds a cognate application in insurance cases. It has been 
held that the release to surplus of reserves set up against outstanding 
policies gives rise to taxable income even though the reserves were 
originally created by withdrawals from surplus.*** 

Western Maryland Ry. v. Commissioner *** had held by a divided 
court that one company reorganized out of another without substantial 
change in proprietary interest could continue the amortization of the 
discount at which the original company had issued bonds which the 
successor assumed upon reorganization.**® The holding of that case 
was not thought broad enough, in Turner-Farber-Love Co. v. Helver- 
ing,*** to induce a like conclusion where the taxpayer was the product 
of a consolidation of three companies, all of the bonds of which it as- 
sumed. The distinction between the cases is perceptible, but perhaps it 
lacks something of reality; it can be argued that in neither instance does 
the new company really drive a bargain in which it takes account of 
the unamortized discount as part of the purchase price of the prede- 
cessors’ assets; in one as much as the other it is probably felt that the 
new company is assuming debts that bear a higher interest rate than 
appears on their face; it receives the reserve built up to date and prob- 
ably continues it. Certainly the new consolidated company has no 
general assets against which it can charge the unamortized discount. A 
somewhat similar straying from realism was pointed out by Judge 
Mack, dissenting, in San Joaquin L. & P. Corp. v. McLaughlin.4** 
The company had issued bonds at discount with a provision for re- 
demption before maturity at premium under alternative plans. A part 
of the bonds were called before maturity by the company and redeemed 


431 Cf, (1933) 43 YALE L. J. 791. The writer of this excellent Note suggests 
that repurchases at discount, like sales at discount, Western Maryland Ry. v. 
Commissioner, 33 F.(2d) 695 (C. C. A. 4th, 1929), are really readjustments of the 
interest term of the obligation, and that consequently in the Rail Joint case, the 
discount should be treated as income if the company had been claiming to deduct 
interest on the bonds as expense. 

432 67 F.(2d) 642 (C. C. A. 4th, 1933). 

433 Such discount is spread over the life of bonds as prepaid interest. Western 
Maryland Ry. v. Commissioner, 33 F.(2d) 695 (C. C. A. 4th, 1929) ; see U. S. Treas. 
Reg. 77, Art. 68(3) (1933). 

434 Ufah Home Fire Ins. Co. v. Commissioner, 64 F.(2d) 763 (C. C. A. roth, 
1933) ; cf. Maryland Casualty Co. v: United States, 251 U.S. 342, 352 (1920). The 
net additions to reserves required by local law to be made during the tax year are 
deductible from gross income under 43 Stat. 285 (1924), 26 U. S. C. § 986(a) (9) 
(1926). 435 33 F.(2d) 695 (C.C. A. 4th, 1929). 

436 An attempt to reopen the litigation was defeated by a plea of res judicata 
in Tait v. Western Maryland Ry., 289 U. S. 620 (1933). 

437 68 F.(2d) 416 (App. D. C. 1933). 

438 65 F.(2d) 677 (C. C. A. oth, 1933). 
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at premium in cash raised by a sale of new bonds at discount. The rest 
of the bonds were redeemed by paying the holders a cash premium and 
issuing new bonds of equal amount to them. It was held that the un- 
amortized portion of the original discount and the premiums paid at 
the time of the refinancing were a deductible loss in the year of the re- 
financing.*®® Only the discount at which the new bonds were sold and 
exchanged respectively was amortized. Certainly as to the bonds ex- 
changed for new bonds, and, from the company’s point of view, almost 
equally as to bonds paid to Paul by borrowing from Peter, there had 
never been any payment of the bonds, but solely a scaling down of 
interest rate as intended from the beginning.**® Discount and premium 
together constituted the expense of borrowing the original amount of 
money; it might better have been spread over the life of the new bonds 
to reflect the true rate of interest. New York, C. & St. L. R. R. v. 
Burnet,*** involved both a reorganization —by sale of the original 
company to a number of local companies and consolidation of those 
companies into the new company — and the issuance to the old bond- 
holders of bonds of the new company of a greater principal amount. 
It was held that the differential could not be amortized as upon an issue 
of the new bonds at discount. The court reasoned that the sale ex- 
tinguished the old bonds, since they were used to purchase the assets 
of the old company. 

National Life Ins. Co. v. United States **? is a “ depression case ”. 
The insurance company had occasion to foreclose many mortgages. 
Where sale did not bar the right of junior lienors and mortgagors to 
redeem, the company usually bid the property in at an amount equal to 
the mortgage, accrued interest, and costs; it marked the mortgagor’s 
debt paid and carried the land to its property account at the amount 
of the bid. It was held that the company had realized income in the 
constructive receipt of the interest included in its bids, even though it 
could show that the market value of the property fell far below the 
amount of the bids.. Of course the company had not received interest, 
although it may have obtained a compensating advantage as valuable 
as the interest and justifying a tax measured by the interest. At any 
rate, it is not essential that even money received should be fully avail- 
able to the unrestricted uses of the recipient to be taxable as income, 
so long as the use of the money received does the recipient a substantial 
amount of good.*** 


439 Compare Westminster Bank, Ltd. v. Osler, [1933] A. C. 139, holding that 
the premium in principal amount of new bonds, issued incidentally to the govern- 
ment’s refinancing of war loans, was income to a holder of old bonds receiving new 
bonds in exchange. 

440 Compare Old Colony R. R. v. Commissioner, 284 U. S. 552 (1932), holding 
that premiums realized on the sale of bonds before 1913 were income at the time 
of sale and could not be treated as establishing the “ effective rate ” of interest. 

441 64 F.(2d) 152 (App. D. C. 1933). 

442 4 F. Supp. 1ooo (Ct. Cl. 1933). 

448 Compare Standard Slag Co. v. Commissioner, 63 F.(2d) 820 (App. D. C. 
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A company’s plant is ruined by fire. In addition to fire insurance it 
has providently taken out “ use and occupancy ” insurance to compen- 
sate it for loss of net profits prevented by fire; under these policies all 
its fixed charges and expenses are paid and something more. Hocking 
Glass Co. v. Miller *** held that the amount the taxpayer received under 
such a policy was not profits insurance but money received upon the in- 
voluntary conversion of property.**® The King v. B. C. Fir & Cedar 
Lumber Co., Ltd.**® held that money received under a similar policy 
was profits insurance and taxable as income from a business.*** The 
cases are perhaps not wholly contradictory, because the court in the 
Hocking Glass case expressly denied that the insurance was for profits, 
although it is difficult to reconcile this inference with the language 
quoted from the policy in the opinion.*** But even if the value of use 
and occupancy is property, the reduction of that value to money is none 
the less income if for no other reason than because the value of occu- 
pancy is an income value, whether reflected in the profits of use, or in 
rent, or in subjective enjoyment.**® 

A spurious example of taxing unsevered rental values is found in the 
sections of the Revenue Acts from 1921 to 1928 *°° which denied to 
life insurance companies depreciation and expense deductions in re- 
spect of any property owned and occupied by the companies in whole 
or in part, unless the rental value of the space occupied by them was 
returned as income. Unfortunately, the sections went on to require that 
the rental value so included should when added to rents received from 
other tenants of the building net at least 4 per cent per annum on 


1933), where the taxpayer received money under a contract subject to a duty not 
to treat it as profit but to spend it for researches beneficial to the payer of the 
money and the taxpayer. 

444 5. F. Supp. 355 (S. D. Ohio 1933). 

445 Under 43 STArT. 256 (1924), 26 U. S. C. §934(b)(5) (1926), no gain is 
recognized if property is involuntarily converted by fire into money forthwith 
invested in the acquisition of property similar in service or use. The taxpayer in 
the instant case spent the fire and occupation insurance to build a similar plant 
25% larger than the one destroyed. Size, the court held, was not an element in 
the requisite similarity of use. 

446 [1932] A.C. 441, (1933) 46 Harv. L. Rev. 855. 

447 Cf. J. Gliksten & Son, Ltd. v. Green, [1929] A. C. 381. 

448 See 5 F. Supp. at 357: “ The loss or damage is . . . to be calculated .. . 
by the ‘net profits on the business, which is hereby prevented, and such fixed 
charges and expenses . . . as must necessarily continue during . . . suspension of 
the business... .’” 

449 Cf, Farmers’ & Merchants’ Bank v. Commissioner, 59 F. (2d) 912 (C.C. A. 
6th, 1932), (1932) 81 U. or Pa. L. Rev. 225. A bank was injured in its reputation 
and business by the tactics of the Reserve Bank. It sued, and received $18,750 in 
settlement. It was held that none of this could be taxed. as income since none of 
it was in specific substitution for profit lost. 

450 42 Stat. 262 (1921), 26 U.S. C. § 1004(a) (6, 7)(b) (1926). The Revenue 
Act of 1932, 47 STAT. 225 (1932), 26 U. S. C. Supp. VII § 203(a) (6, 7) (b) (1933), 
revises the technique; it limits depreciation and expense deductions for land wholly 
or partly occupied by insurance companies to that proportion of the total deprecia- 
tion and expense which the rental value of the space not occupied by the company 
bears to the rental value of the whole property. 
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the book value of the real estate. Commissioner v. Lafayette Ins. Co.*** 
held the statute valid; Commissioner v. Independent Life Ins. Co.4*? 
held it invalid.***. Since under the statute the rental value attributed 
to the space occupied by the company could vary from year to year, 
depending on how much rent the rest of the building yielded, the claim 
of arbitrariness has some foundation in fact. If it has, it is hard to see 
how it refutes the taxpayer to argue that since Congress could al- 
together deny the deductions, it can parcel them out in whatever whim- 
sical pattern its fancy chooses. National Life Ins. Co. v. United 
States *** upset a mild readjustment of deductions that turned on the 
receipt of tax exempt income. The instant statute could operate to 
diminish a deduction because of the ownership of vacant real estate, a 
fact not generally thought relevant to income taxation. If that is to 
tax the real estate—an inference deducible from the National Life 
case —the tax is bad unless, perhaps, mere. ownership of tangible 
property can be taxed as income, as, probably, it cannot be.*** 

Surplus accumulated by corporations before 1913 is not subjected to 
taxation upon distribution to the shareholders. In Helvering v. Can- 
field *°° a company lost $400,000 of its 1913 surplus of $4,300,000 in 
1914, 1915, and 1916, but from 1917 through 1923 it made profits of 
$2,400,000. It declared dividends between 1918 and 1923 of $1,300,- 
ooo. In 1923 it declared the dividend in suit, one of $5,100,000. 
Clearly, at least $3,900,000 was 1913 surplus and non-taxable. The 
issue was whether the entire balance was taxable or whether part of the 
gains made after 1917 could be exempted from tax by being used to 
restore the impairment of the 1913 surplus occasioned by the losses in 
1914 to 1916. The Court held that the entire balance was taxable; it 
reasoned that the 1913 surplus was not capital but accumulated income 
specially exempted from tax. The Board of Tax Appeals, in Arthur C. 
Stifel,*°* has, however, since reached an opposite result where the fund 
impaired and restored was a paid-in surplus, and where the whole series 
of transactions took place after 1913. Obviously, a paid-in surplus does 
not represent a profit and restoration of it was, therefore, essential be- 
fore there could be any net operating profit to distribute. However, the 
result of the Stifel case cannot be achieved by reorganizing a corpora- 


451 67 F.(2d) 209 (C. C. A. 7th, 1933) (a reasonable exercise of Congressional 
control over deductions in the light of the special treatment accorded insurance 
companies). 

452 67 F.(2d) 470 (C. C. A. 6th, 1933), cert. granted, sub nom., Helvering v. 
Independent Life Ins. Co., 54 Sup. Ct. 441 (1934) (a purely arbitrary conditioning 
of deduction and not in fact an attempt to tax the fair rental value; the rental 
value figure is quite arbitrary). 

458 See (1934) 82 U. or Pa. L. REv. 408; (1934) 43 YALE L. J. 664. 

454 277 U. S. 508 (1928); cf. Philadelphia Fire & Marine Ins. Co. v. United 
States, 3 F. Supp. 655 (Ct. Cl. 1933), discussed p. 1215, supra. 

455 Cf, Eisner v. Macomber, 252 U. S. 189, 207 (1920) (“ severance ” essential 
to income taxable under the 16th Amendment). 

456 54 Sup. Ct. 368 (1934). 

457 29 B. T. A., Feb. 21, 1934. 
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tion with a surplus and calling the surplus of the new company “ paid- 
in ”,*°° nor by consolidating companies having surpluses into a holding 
company which “ purchases ” the capital and surplus of the other con- 
cerns, receives dividends out of the surpluses, and passes them on to 
its own shareholders.**® The theory of these latter cases is that the 
continuity of share ownership prevents the successor corporation from 
being in any real sense a purchaser of the capital and surplus of the 
reorganized companies. 


4. Deductions from Gross Income 


Items of expense may be denied deduction from gross income in ar- 
riving at taxable net income, because circumstantially they are not 
quite ordinary or necessary enough. Thus, in Welch v. Helvering,*®° 
payments made on the discharged debts of a bankrupt corporation of 
which the taxpayer had been secretary were held not deductible, al- 
though the taxpayer evidently thought the payments necessary to the 
earning of the income upon which he was taxed. Mr. Justice Cardozo 
said: “ The standard set up by the statute is not a rule of law; it is 
rather a way of life.” *®‘ Exactly why expense should have to be both 
ordinary and necessary is not clear; the reverse would seem to be as 


sensible an interpretation of the section.**? Certainly one might sup- — 


pose that an expense in fact necessary to the production of the income 
sought to be taxed would of course be deductible; and if it was necessary 
to produce that quantum of income, it would seem ordinary for any 
person who, circumstanced as was the taxpayer, wanted to earn that 
much income.*®* This latter seems to have been the approach of Judge 
Learned Hand in Amtorg Trading Corp. v. Commissioner.*** There the 
company had to pay a large percentage of its profits to the Russian 
government for licenses to trade, and it was held that the fees so paid 
were ordinary and necessary expenses for persons in situations like the 
- taxpayer’s.*®* 


Proper accounting for federal under-maintenance allowances paid to 


458 Commissioner v. Sansome, 60 F.(2d) 931 (C. C. A. 2d, 1932) ; United States 
v. Kauffmann, 62 F.(2d) 1045 (C. C. A. oth, 1933); cf. People ex rel. Wedgewood 
Realty Co. v. Lynch, 262 N. Y. 202, 186 N. E. 673 (1933). 

459 Coudon v. Tait, 61 F.(2d) 904 (C. C. A. 4th, 1932). 

460 290 U. S. 111 (1933). 

461 290 U.S. at 115; cf. Commissioner v. The Hub, Inc., 68 F.(2d) 349 (C. C. A. 
4th, 1934) (contributions to stock of nonprofit corporation formed to stimulate 
local trade deductible as expense). 

462 45 Stat. 799 (1928), 26 U. S.C. Supp. VII § 23(a) (1933). 

468 White v. Commissioner, 61 F.(2d) 726 (C. C. A. oth, 1932), is illustrative 
of the sort of expense that might not be deductible. There a partnership settled a 
claim against one of its partners — arising out of his activities in an earlier partner- 
ship — to avoid annoyances, worry, and possible litigation. 

464 65 F.(2d) 583 (C. C. A. 2d, 1933). 

465 Cf. United Gas Improvement Co. v. Burnet, 64 F.(2d) 957 (C. C. A. 3d, 
1933) C bonuses ” paid state for privilege of increasing capital stock not deductible 
as taxes). 
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the railways after the termination of federal control of the roads has 
caused some perplexity. The money was paid in each case for having 
let the lines and equipment fall into disrepair. In theory, so far as the 
railroads had rehabilitated their plant out of revenue in the years after 
federal control ended, they ought not to have been allowed to deduct the 
differential between estimated normal repair and the amount actually 
expended to restore their capital equipment. If, however, they would 
not have been justified in supposing the government would make them 
under-maintenance allowances,*** against which they could charge that 
differential, it was prebably fair enough to allow them to charge the 
whole cost to revenue.*®*? But what happens when the government does 
pay the under-maintenance allowance? If the under-maintenance has 
not yet been made good, it is simple enough to treat the allowance as a 
reserve for deferred maintenance against which future repairs of the 
under-maintenance are to be charged.*®** But is the allowance income? 
Pretty clearly an equal amount ought to have come out of the revenues 
during federal control and been put into such a reserve. It was not, 
and the income figure was accordingly enhanced for those years and 
federal control compensation money, perhaps, correspondingly reduced. 
An artistic resolution of the situation would be to charge against reve- 
nues in fact received during federal control the amount of the under- 
maintenance allowance, and treat the allowance itself as income to be 
accrued back over the years of federal control with the federal com- 
pensation money.*®® Mathematically, the consequence is the same as if 
the under-maintenance allowance were treated as a restoration of 
capital and allowed to go tax free.*° But where, as in Chicago & N.W. 
Ry. v. Commissioner,*™! some of the under-maintenance was made good 
before the allowance was paid to the railroad, it is difficult to see why 
the amount of such rehabilitation should not be charged against the 
allowance received rather than against income. However, the whole 
matter is so confused, and the claims and cross-claims so largely a matter 
of compromise and disappointment, that anything other than a com- 
promise tax liability would probably be unjust. Palpable departures 


466 Probably they would not have been justified in so believing, since in most 
cases the Director General claimed over-maintenance credits. See, e.g., Tunnel 
R. R. v. Commissioner, 61 F.(2d) 166, 170 (C. C. A. 8th, 1932) ; Commissioner v. 
Norfolk Southern R. R., 63 F.(2d) 304 (C. C. A. 4th, 1933) ; Chicago & N. W. Ry. 
v. Commissioner, 66 F.(2d) 61 (C. C. A. 7th, 1933). 

467 This was done in Chicago & N. W. Ry. v. Commissioner, 66 F.(2d) 61 
x C.A. Se 1933), and in Tunnel R. R. v. Commissioner, 61 F.(2d) 166 (C. C. A. 
8th, 1932 

468 "This was the solution arrived at in Commissioner v. Norfolk Southern R. R,, 
63 F.(2d) 304 (C. C. A. 4th, 1933). 

469 Cf. Helvering v. St. Louis Southwestern Ry., 66 F.(2d) 633 (C. C. A. 8th, 
1933), discussed p. 1252, supra. 

470 Cf. Continental Tie & Lumber Co. v. United States, 286 U. S. 290 (1932). 
There the compensation was for an operating revenue deficit caused by competing 
federal control, and could be treated as income and taxed as such. 

471 66 F.(2d) 61 (C. C. A. 7th, 1933). 
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from formal theories of capital replacement and repair are not strange to 
railway tax litigation.*"? 

The theory that so much ef revenue as reflects the consumption of 
capital should be deducted from gross income to arrive at taxable net 
income finds its most dramatic working out in the litigation over de- 
pletion allowances. Typical are oil lease cases. The lessor clearly has 
nothing to sell except the right to explore for and extract oil. If he 
were selling the whole land, he would be treated as making a capital 
conversion *** and taxed at a special rate.*7* But Burnet v. Harmel *® 
held that even though under local law such leases were regarded as sales 
of oil in place,**® they were not capital conversions within the special 
provisions of the Revenue Act of 1924; Mr. Justice Stone pointed out 
that the lessee pays chiefly for the right which he acquires to enter upon 
and use the land for the purpose of exploiting it, as well as for the 
ownership of the oil, and that the characterization of the transaction 
by local law must be held immaterial when Congress reaches out to tax 
economic realities. The lessor must recover his capital investment 
through depletion deductions ratably apportioned over the bonus and 
royalty payments received.**? 

In Burnet v. Harmel, the capital conversion difficulty once overcome, 
treating the taxpayer as entitled to a depletion allowance followed as 
of course.*7® Palmer v. Bender **® did not call forth so automatic a 
result. There the taxpayer acquired unproved oil and gas leases, drilled 
and discovered oil, and then disposed of the leases. The purchaser of 
the taxpayer’s interest agreed to pay a bonus of $1,000,000 out of one 
half of the first oil produced and a royalty of one eighth of all the oil 
produced and saved. The Court held that the taxpayer was entitled to 
depletion allowances. Mr. Justice Stone reasoned that the statutory 
language *®° was broad enough to reach every case in which a taxpayer 
has an investment interest in oil in place and secures by any form of 
legal relationship income derived from oil extraction to which he must 
look for a return of capital; again, he pointed out, the controlling thing 
is the economic interest and not the legal channel.**t Two Circuit 
Courts of Appeals have, however, decided that a coal mine lessee’s pay- 


472 Cf., e.g., Rhodesia Rys., Ltd. v. Collector of Income Tax, [1933] A. C. 368. 

478 Cf. Minister of Nat. Revenue v. Bg pune [1933] A. C. 684. 

474 43 Srat. 262 (1924), 26 U. S. C. $939 (1926); 47 Stat. 191 (1932), 26 
U. S. C. Supp. VII §§ 101, 102 (1933). 

475 287 U. S. 103 (1932). Compare Bankers Pocahontas Coal Co. v. Burnet, 
287 U.S. 308 (1932), where, too, under local law a lease of coal land operated as a 
sale of coal in place, and the lease had been made before 1913. 

476 Cf, Group No. 1 Oil Corp. v. Bass, 283 U. S. 279 (1931). 

477 As to the method of computing depletion allowances, see Murphy Oil Co. 
v. Burnet, 287 U.S. 299 (1932), holding valid the treasury regulation requiring de- 
pletion to be returned out of both bonus and royalty payments. 

478 All of the Income Tax Acts have provided in some way for depletion allow- 
ances. The current provisions are 47 Stat. 181, 202 (1932), 26 U. S. C. Supp. VII 
$§ 23(1), 114 (1933). 479 287 U.S. 551 (1933). 

480 Cf. Revenue Act of 1921, § 214(a) (10), 42 Stat. 241 (1921). 
481 Compare Alexander v. Continental Petroleum Co., 63 F.(2d) 927 (C. C. A. 
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ment of a minimum royalty in, excess of coal actually removed does not 
prevent it from claiming deduction of the whole payment as expense; **” 
it was thought that the resultant prepayments for coal in place were 
subject to too many possibilities of loss to be regarded as deplctable 
capital investments rather than as rent for the right to continue to mine. 
With the realism of all three cases it would be impossible to quarrel. 
Palmer v. Bender, perhaps, strains the statute to the limit of its mean- 
ing, and the cases in the Circuit Courts of Appeals probably disregard 
what is strictly a capital interest; but the practical desirability of the 
results is unquestionable. 

In Helvering v. Falk,*** the taxpayers did not have a capital invest- 
ment to recover through depletion allowances, but were the beneficiaries 
of a trust of an iron mine. Apparently in accordance with the trust in- 
strument, the trustee distributed the whole net annual yield of the mine 
without creating any depletion reserve. A divided Court held that the 
cestuis were entitled to depletion deductions. The decision seems sound, 
for the beneficiaries were receiving not pure income, but rather some- 
thing more closely akin to an annuity, the periodical installments of 
which included dissipations of the generating capital fund.*** So far 
as it was a gift of capital, it would not, presumably, be taxed as in- 
come.*®®> For example, an annuity created by will has been altogether 
exempted from tax as a bequest, though it was in part paid out of in- 
come and was charged on a specific fund.**® The intermediate step of 
treating this trust income as a mixed gift of property and the income 
growing upon it seems not inapposite,**’ although it is true that a premise 
of Burnet v. Harmel *** is that the whole yield of mining property is 
income.**® In Reynolds v. Cooper,*®° a companion case to Helvering v. 


roth, 1933), following Palmer v. Bender where the taxpayer assigned an oil lease 
for cash in part payable out of oil to be recovered. The case is not clear on whether 
the sale price was payable in all events or only if enough oil were run to pay the 
postponed installment. O’Donnell v. Commissioner, 64 F.(2d) 634 (C. C. A. oth, 
1933), implied a right to depletion where the taxpayer’s interest was that of sole 
shareholder in a company owning an oil lease. He transferred the shares to another 
for one third of the income derived from the oil lands. In Signal Gasoline Corp. v. 
Commissioner, 66 F.(2d) 886 (C. C. A. 9th, 1933), a casing-head gas contractor was 
allowed depletion. 
482 Burnet v. Hutchinson Coal Co., 64 F.(2d) 275 (C. C. A. 4th, 1933) ; Com- 
missioner v. Jamison Coal & Coke Co., 67 F.(2d) 342 (C. C. A. 3d, 1933). 
, 483 54 Sup. Ct. 353 (1934), (1934) 47 Harv. L. Rev. 879, (1934) 43 YALE L. J. 
35: 
484 See Note (1934) 43 YALE L. J. 466. Cf. United States v. Ludey, 274 U. S. 


295 (1927). 
485 Cf. 42 Stat. 268 (1921); 47 Stat. 178 (1932), 26 U. S..C. Supp. VII 


§ 22(b) (3) (1933). } 

486 Burnet v. Whitehouse, 283 U. S. 148 (1931); cf. Irwin v. Gavit, 268 U. S. 
161 (1925). 

487 Cf. 47 Stat. 181 (1932), 26 U. S. C. Supp. VII § 23(1) (1933), extending 
depletion allowances to trusts. 

488 287 U.S. 103 (1932); cf. Bankers Pocahontas Coal Co. v. Burnet, 287 U. S. 
308 (1932). 

489 Stratton’s Independence, Ltd. v. Howbert, 231 U. S. 399 (1913); cf. Stan- 
ton v. Baltic Mining Co., 240 U.S. 103 (1916). 490 54 Sup. Ct. 356 (1934). 
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Falk, the Court were unanimous in allowipg depletion to the cestuis que 
trust, because the trustee was apparently under a duty to set up a de- 
pletion reserve for remainders. 

United States v. Dakota-Montana Oil Co.**' decided that where the 
operator of an oil well has capitalized the cost of developing and drilling 
the well, the amounts so expended can be recovered only through the 
statutory depletion deductions and not through depreciation allow- 
ances.*®? The operator has, however, an option, under the Treasury 
Regulations *** to charge these so-called intangible drilling and develop- 
ment costs to expense, so long as he does so consistently.*** But al- 
though footage drilling contract costs are deductible as expense at the 
operator’s option, it has been held that if he has the well drilled under 
a “ turn-key ” contract, the cost must be charged to capital.*°° How 
substantially the two drilling methods can differ is not at once apparent. 
One would suppose that, where it exists, the option to charge drilling 
cost to expense would invariably be taken, for if the cost is capitalized, 
it will not operate to increase the flat percentage depletion deduction 
of the current Act.*°* If indeed that cost is high enough to make the 
cost depletion allowance greater, the operator can claim the cost basis. 
Since, however, an election once made is binding for all subsequent 
years,**? and since it is impossible for the taxpayer to predict the out- 
come of his option, he would most likely choose the method giving 
him the highest expense figure. If this is so, denying the option to the 
operator who makes turn-key contracts seems rather harsh, unless there 
are definite advantages to him in such contracts outweighing the imposi- 
tion of a higher tax. 


5. Leaseholds — 
When rent takes the shape of a building which the tenant covenants 


to put upon the land, the even flow of income is sharply distorted. 
Miller v. Gearin *** early decided that a building so erected by a tenant 


491 288 U.S. 459 (1933). 

492 Followed in Petroleum Exploration v. Burnet, 288 U.S. 467 (1933) ; Burnet 
v. A. T. Jergins Trust, 288 U.S. 508 (1933); cf. State Cons. Oil Co. v . Commis- 
sioner, 66 F.(2d) 648 (Cc. C. A. oth, 1933). 

493 U.S. Treas. Reg. 45, 62, 69, Art. 223; id. 74, Art. 243; id. 77, Art. 236. 

494 Ramsey v. Commissioner, 66 F.(2d) 316 (C. C. A. roth, 1933); cf. State 
Cons. Oil Co. v. Commissioner, 66 F.(2d) 648 (C. C. A. oth, 1933). 

495 J. K. Hughes Oil Co. v. Bass, 62 F.(2d) 176 (C. C. A. 5th, 1932). Ina 
“turn-key ” contract the operator pays a lump sum for the completed drilling of 
a well. 

496 47 SraT. 202 (1932), 26 U. S. C. Supp. VII § 114(b) (2) (1933) —the allow- 
ance is 274% of the gross income, less rents and royalties, but not more than 50% 
of the net income computed without reference to depletion, and not less than de- 
pletion computed on a cost basis. Under 47 Stat. 201 (1932), 26 U. S. C. Supp. 
VII § 113(b)(1)(B) (1933), furthermore, the charge of intangible drilling costs to 
depletable capital will diminish the capital gain adjusted basis if the taxpayer sells 
the well, so increasing taxable gain. 

497 See U. S. Treas. Reg. 77, Art. 236(d) (1933). 

498 258 Fed. 225 (C. C. A. oth, 1919); cf. Crane v. Commissioner, 68 F.(2d) 
640 (C. C. A. 1st, 1934). , 
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before 1913 was, if income at all, income at the time of its accession to 
the realty and exempt from taxation when the term reverted to the 
lessor after 1913. The Treasury Regulations have since furnished an 
alternative method of accounting for buildings; their fair market value 
may be reported as income at the time of their completion, or the lessor 
may return yearly the quotient of the estimated depreciated value of 
the buildings at the end of the lease divided by the number of years in 
the term.*°® Kentucky Block Coal Co. v. Lucas *°° indicates, neverthe- 
less, that removable tenant fixtures, abandoned when the tenant sur- 
renders the term, are income to the lessor at the time of surrender. 

If improvements are income to the lessor, Steele-Wedeles Co. v. Com- 
missioner °°* is inexplicable. There the taxpayer was a tenant of a term 
for ninety-nine years and made a sublease under the terms of which the 
subtenant spent a large amount in improvements. It was held that the 
taxpayer could not include in his invested capital figure the value of 
the subtenant’s improvements. Analytically, if the sublease were materi- 
ally shorter than the main lease, the tenant received the improvements 
as rent in a form in which they would, after the termination of the sub- 
lease, be a continuing source of revenue. If more is necessary to the 
concept of invested capital, it is hard to see what it is. Not improbably, 
the chief landlord would not be required to return the value of the 
subtenant’s improvements as income, since no value could fairly be at- 
tributed to the reversion in them.*°? Even if he were, this would seem 
immaterial, because the tenant was allowed to include in invested 
capital the cost of the improvements he had himself made on the land. 

The commissions paid by lessors for the negotiation of long-term 
leases are usually spread over the whole term as expense.*® If it is 
necessary for the lessor to allow demolition of existing buildings in order 
to get a tenant, that, too, is treated as a cost of the rent and spread over 
the term.°°* This rule, however, seems too inflexible in cases in which 
the tenant erects a new building. If the landlord exercises the option 
to accrue the value of the new building at the time of its completion,®°” 
it would seem fair enough to allow him at his option to deduct from 


499 See U. S. Treas. Reg. 77, Art. 63 (1933). 

500 4 F. Supp. 266 (W. D. Ky. 1933). 

501 63 F.(2d) 541 (C. C. A. 7th, 1933). 

502 Cf. Commissioner v. Terre Haute Elec. Co., 67 F.(2d) 697 (C. C. A. 7th, 
1933). 
503 Spinks Realty Co. v. Burnet, 62 F.(2d) 860 (App. D. C. 1932); Tonning- 
sen v. Commissioner, 61 F.(2d) 199 (C. C. A. oth, 1932) ; Young v. Commissioner, 
59 F.(2d) 691 (C. C. A. oth, 1932) ; cf. Home Trust Co. v. Commissioner, 65 F.(2d) 
532 a. C. A. 8th, 1933); Herzberg v. Alexander, 5 F. Supp. 334 (W. D. Okla. 
1933). 

504 Young v. Commissioner, 59 F.(2d) 691 (C. C. A. oth, 1932); Smith Real 
Estate Co. v. Page, 67 F.(2d) 462 (C. C. A. 1st, 1933); Spinks Realty Co. v. Bur- 
net, 62 F.(2d) 860 (App. D. C. 1932), (1933) 42 Yate L. J. 1286; cf. Anahma 
Realty Corp. v. Commissioner, 42 F.(2d) 128 (C. C. A. 2d, 1930). 

( ni This may be done under the authority of U. S. Treas. Reg. 77, Art. 63 
1933). 
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that value the depreciated cost of the demolished structures.°°° That, 
in any case, is his net advantage, and the suggested modification would 
prevent to some extent distortion of the income figure. 


6. The Taxing of Capital Gains 


Commencing with the Revenue Act of 1921,°°7 gains derived from 
the sale or exchange of capital assets held by the taxpayer for more 
than two years have been taxed at a special rate; °°* taxation at the 
normal rate was thought likely to discourage the free transfer of capital 
assets where there had been any considerable increment in value. 
Normally the quantum of gain is computed on a cost basis, but the 
Revenue Acts have provided various substituted and adjusted cost 
bases, designed to reach the total increment in the value of property 
that has undergone a change of ownership, without yielding any income 
tax to the government. Lang v. Commissioner *°° is illustrative. A 
husband and wife acquired land as tenants by the entirety in 1915, the 
husband paying 88 per cent of the purchase price. He died in 1924, and 
his estate paid a death tax on 88 per cent of the value of the land at 
that time. In 1925, the wife sold the land. It was held that she was 
taxable on the selling price, less the 1915 cost of the land. The stat- 
ute °*° made the value at the time of acquisition the basis of gain for 
property acquired by bequest, devise, or inheritance; but, it was said, 
the wife inherited nothing, and, further, the section relied on expressly 
enumerated the sort of ante-mortem transfers taxed at death which 
came within its scope and did not mention tenancies by the entirety. 
The statutory construction seems as sound as the consequent differentia- 


tion in treatment is absurd. Later Acts profitably solve the problem by 


making the gain basis for all property, acquired by the taxpayer from 
the transferor before his death and included in his gross estate, the cost 
basis to the transferor.*** That marks a broad distinction between 
- property transferred and taxed at death, and property taxed as if it had 
been transferred at death. The difference in treatment, one infers, is 
a matter of policy. 

Even where property has admittedly been acquired by bequest, de- 


506 Cf. U. S. Treas. Reg. 77, Art. 172 (1933). The depreciated cost of buildings 
demolished is normally treated as a loss in the year of demolition. 

507 Section 206, 42 STAT. 232 (1921) ; cf. 47 STAT. 191 (1932), 26 U.S. C. Supp. 
VII § 1ro1 (1933). 

508 The proposed Revenue Act of 1934 contains a revision of the method. 
- Broadly, it will tax a percentage of the gain varying inversely with the length of 
time the property has been held. See N. Y. Times, April 14, 1934, at 4. 

509 289 U.S. 109 (1933), (1934) 32 Micn. L. Rev. 422. 

510 44 Strat. 14 (1926), 26 U.S. C. App. § 935(a) (5) (1926). 

511 45 Stat. 818 (1928), 26 U. S. C. Supp. III § 2113(a)(2), (3), (4), (5) 
(1929); 47 StaT. 198 (1932), 26 U. S. C. Supp. VII §113(a)(2), (3), (4), (5) 
(1933) ; Speer v. Duggan, 5 F. Supp. 722 (S. D. N. Y. 1933) (transfer in contempla- 
tion of death). Revocable trusts, however, are taxed on the basis of value at the 
time of the settlor’s death. Cf. Burnet v. Guggenheim, 288 U. S. 280 (1933). 
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vise, or inheritance, the Acts before 1928 were thought to have left open 
the question of what the time of acquisition was. Brewster v. Gage *!” 
decided that a residuary legatee, to whom certain stocks were distributed, 
had “ acquired ” the stock at the date of the testator’s death, and not 
at the time of distribution. Recently, it has been held that the same 
thing is true of a testamentary trustee who qualifies and is for the first 
time entitled to take property as trustee some time after the testator’s 
death.*'* Similarly, in Commissioner v. Stearns,*\* the administrator of 
the estate of an alien enemy whose property at the time of his death was 
in the hands of the Alien Property Custodian did not receive the prop- 
erty from the Custodian until ten years after the alien’s death; yet the 
basis of gain upon a sale of the property by the administrator was held 
to be the value at the intestate’s death. The determining factor is, of 
course, that no cogent reason can be found for allowing the interim 
increment to escape taxation. 

The limitation of vested and contingent remainders after life estates, 
by will, has evoked a difference in the tax liability of remaindermen 
probably not contemplated by the statutes. It has been held, in Chan- 
dler v. Field *** and Huggett v. Burnet,*** that if the remainder is vested, 
despite the intervention of the life estate the property has been “ ac- 
quired ” at the testator’s death, and that, if the remainderman sells it 
after distribution to him, he is taxable on the basis of its value at the 
testator’s death. On the other hand, Lane v. Corwin *'* and Pringle v. 
Commissioner *** held that where the remainders were contingent, the 
property was acquired, and was taxable to the remaindermen on the 
basis of its value at the time of distribution to them. The obvious ob- 
jection to the first two cases is that not the property but merely a re- 
mainder in it was acquired at the testator’s death —a difference too. 
real to require comment. Presumably construction of the Revenue Acts 
of 1928 and 1932 will reverse the holdings of these first two cases for 
the most part and put them in line with the second two, letting the 
increment in value between the testator’s death and distribution to 
remaindermen go untaxed,*!® except so far as it may be reflected in 


512 280 U. S. 327 (1930). 

513 Security Trust Co. v. Commissioner, 65 F.(2d) 877 (C. C. A. 6th, 1933). 

514 65 F.(2d) 371 (C. C. A. 2d, 1933). 

515 63 F.(2d) 13 (C. C. A. rst, 1933); 44 Stat. 14 (1926), 26 U. S. C. App. 
§ 935(a) (5) (1926). 

516 64 F.(2d) 705 (App. D. C. 1933) (same statute). Accord: Molter v. Com- 
missioner, 69 F.(2d) 7 (C. C. A. 7th, 1934); Hopkins v. Commissioner, 69 F.(2d) 
11 (C. C. A. 7th, 1934). : 

517 63 F.(2d) 767 (C. C. A. 2d, 1933), (1933) 33 Cov. L. Rev. 172, 755; 45 
Strat. 819 (1928), 26 U. S. C. Supp. III § 2113(a)(5) (1929). 

518 64 F.(2d) 863 (C. C. A. oth, 1933); Revenue Act of 1921, § 202(a) (3), 42 
Stat. 229 (1921). 

519 45 Srav. 819 (1928), 26 U. S. C. Supp. IIT § 2113(a)(5) (1929); 47 Star. 
199 (1932), 26 U.S. C. Supp. VII § 113(a)(5) (1933). Under this subsection only 
land devised or inherited and personalty specifically bequeathed are taxed on the 
basis of the value at the testator’s death. Other property acquired by will or 
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increased taxable income to the life tenant. At all events the existing 
distinction between contingent and vested remainders seems too unsub- 
stantial to endure. 

Another substituted basis for the taxation of capital gains has evoked 
a number of unsuccessful attacks on its constitutionality. In Perthur 
Holding Corp. v. Commissioner **° a corporation issued substantially 
all its shares to the owner of land for land then valued at $250,000. A 
year later the corporation sold the property at slightly less than $250,- 
ooo. It was held that the corporation could constitutionally be taxed 
for a gain computed on the basis of the 1913 value of the land to the 
transferor to whom it had issued all its shares.°*!_ The constitutionality 
of the relevant sections of the Revenue Acts °°? finds a pretty firm 
foundation in Taft v. Bowers °** upholding the substituted basis used 
in taxing the donees of property.®** 

The use of a substituted cost basis in taxing transferees on the sale 
of property suggests that they might be allowed to count in the term 
of the transferor’s holding, to make up the two years necessary to 
qualify the sale under the capital gain section. New York Trust Co. v. 
Commissioner °*° allowed such a tacking of periods of ownership under 
the 1921 Act, although not until the Act of 1924 was there express 
statutory authorization for such a procedure.°*® The computation of 
the two-year period is normally rather more strict than that. Thus, in 
Sommers v. Commissioner *** the period was dated from the actual 
allotment of shares of stock to the taxpayer, rather than from the date 
of his subscription contract. And in Dunigan v. Burnet *** the court 
held that where the taxpayer bought vacant land more than two years 
before the sale and erected a building on it within two years of sale, so 
much of the sale profit as was attributable to the building could not be 
treated as a capital gain. “ Two years ” is a precise expression; it hints 
at a magic circle that contracts more easily than it expands.°® 


' intestacy is taxed on the basis of its value at the time of distribution to the tax- 
payer. Cf. Brewster v. Gage, 280 U.S. 327, 337 (1930). 

520 61 F.(2d) 785 (C. C. A. 2d, 1932). 

521 Accord: Newman Saunders & Co. v. United States, 36 F.(2d) 1009 (Ct. Cl. 
1929); Osburn Cal. Corp. v. Welch, 39 F.(2d) 41 (C. C. A. oth, 1930); T. W. 
Phillips, Jr., Inc. v. Commissioner, 63 F.(2d) tor (C. C. A. 3d, 1933). 

522 43 Star. 258 (1924), 26 U. S. C. §935(a) (6), (7), (8) (1926); 47 Sar. 
199 (1932), 26 U. S. C. Supp. VII § 113(a) (6), (7), (8) (1933). 

523 278 U.S. 470 (1929) ; cf. United States v. Phellis, 257 U. S. 156, 171 (1921). 

524 Cf. Law v. McLaughlin, 2 F. Supp. 601 (N. D. Cal. 1933) (reaching the 
result of the Perthur case by disregarding the corporate entity). But cf. Burnet v. 
Commonwealth Improvement Co., 287 U.S. 415 (1932). 

525 68 F.(2d) 19 (C. C. A. 2d, 1933), cert. granted, April 9, 1934. 

526 44 Stat. 19 (1926), 26 U. S. C. App. § 939(a)(8) (1926); 47 STAT. 192 
(1932), 26 U. S. C. Supp. VII § 1or(c)(8)(B) (1933). 

527 63 F.(2d) 551 (C.C. A. roth, 1933). 

528 66 F.(2d) 201 (App. D. C. 1933). 

529 Of some interest is Piper v. Willcuts, 64 F.(2d) 813 (C. C. A. 8th, 1933), 
holding that a capital net loss can exist even where there is no capital gain at all — 
a remainder produced without benefit of minuend. Bliss v. Commissioner, 68 
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7. To Whom Income May Be Taxed 


A graduated tax structure is a constant temptation. The government 
cannot be blind to the advantage of adding two men’s incomes together 
and taxing one person on the sum, nor can the taxpayer fail to note the 
relief that will follow upon his making part of his own income that of 
someone else. Finding the reality in each case is only half the problem. 
Income, it has been intimated, can be in two places at once.°*° Even 
where that is not true, the need for considerable play in a machine as 
clumsy as a tax reaper is thought to allow of some refusal to distinguish 
among the recipients of income, when a full harvest is the main objec- 
tive.°*t. The outer limit of the power to attribute income to another 
than the recipient presumably falls somewhere between the marks indi- 
cated by Burnet v. Wells °*? and Hoeper v. Tax Comm.,°** if those cases 
are wholly consistent, as perhaps they are not.°** 

Lucas v. Earl *** decided that a contract vesting one half of the tax- 
payer’s future earnings in his wife as they were earned could not relieve 
him of the tax on the whole amount earned. Daugherty v. Commis- 
sioner °° presented factual differences; the taxpayer assigned to his 
wife an undivided one-half interest in a contract for a contingent fee 
under which he had no work to do except furnish a client, which he had 
done at the time the contract was made. The whole fee was held taxable 
to him. That the assignment was limited to a single contract and that 


the taxpayer had nothing further to do, were not thought enough to 
make the arrangement more than an equitable assignment of future 


F.(2d) 890 (C. C. A. 2d, 1934), Harbison v. Commissioner, 68 F.(2d) 1004 (C. C. A. 
2d, 1934), Atkins v. White, 3 F. Supp. 694 (D. Mass. 1933), and Blow v. United 
States, 5 F. Supp. 737 (N. D. Ill. 1933), decide that in computing the 15% of net 
income which one can deduct for charitable contributions, capital net gains taxed 
at the special rate may be added to ordinary net income. In the first two cases, 
certiorari was granted, April 30, 1934. 

530 See United States v. Robbins, 269 U. S. 315, 327 (1926); cf. Hellmich v. 
Hellman, 276 U. S. 233 (1928). 

531 Cf. Taft v. Bowers, 278 U.S. 470 (1929); Lucas v. Earl, 281 U. S. 111 
(1930) ; Poe v. Seaborn, 282 U. S. tor (1930); Burnet v. Leininger, 285 U. S. 136 
(1932) ; Burnet v. Wells, 289 U.S. 670 (1933). 

5382 289 U.S. 670 (1933). 

533 284 U.S. 206 (1931). 

534 Compare the language of Mr. Justice Holmes, dissenting, in Hoeper v. Tax 
Comm., 284 U.S. at 220, with that of Mr. Justice Cardozo in Burnet v. Wells, 289 
U. S. at 675, 680-82. 

535 281 U. S. 111 (1930). The taxpayer and his wife made a valid contract by 
which their property and earnings, then owned or thereafter acquired, became 
joint property, with right of survivorship. The current earnings of the taxpayer 
were held taxable in full to him. The statute, it was said, could and evidently did 
tax earnings to the earner and not to the recipient of the benefits thereof. The 
efforts of the taxpayer were essential to the earnings. To the same effect is Blu- 
menthal v. Commissioner, 60 F.(2d) 715 (C. C. A. 2d, 1932) (community property 
contract made in Alsace-Lorraine). 

586 63 F.(2d) 77 (C. C. A. oth, 1933). Compare Luce v. Burnet, 55 F.(2d) 751 
(App. D. C. 1932), where the taxpayer made a declaration of trust of his future 
earnings. They were held taxable to him, on the authority of the Earl case. 
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earnings; it was said that the principal contract created an attorney- 
client relationship that made it non-assignable as a corpus or res.°** It 
seems to be conceded that so long as the contract generating the income 
is not assigned, an assignment of the income will not prevent taxing it 
to the assignor.*** 

A trio of cases **° raises the problem of the effect on the taxable in- 
come of a corporation of a contract made for the benefit of its share- 
holders. Between 1874 and 1890 several local telegraph companies 
made one-hundred year leases of all their properties to the Western 
Union Telegraph Co. in return for covenants to pay the rent directly to 
the lessors’ shareholders. Could the aggregate rentals so paid each 


year be taxed to the lessor companies? The Supreme Court of Wis- , 


consin held that they could not be, and the Second Circuit Court of 
Appeals, assuming that they could be, arguendo, refused to impose a 
transferee’s liability °*° for the companies’ taxes on their shareholders. 
Judge Learned Hand, concurring specially, thought that cases like 
Lucas v. Earl *** and Burnet v. Leininger °** were not determinative of 
this case, in which the lessors had nothing further to do to create the 
income. He reasoned, however, that since the shareholders received the 
rent income only because and so long as they were shareholders, they 
received it as the associated group, identifiable with, if not by definition, 
the corporation. If, he concluded, the payments to the members were 
ipso facto payments to the corporation, the shareholders could not be 
treated as transferees of the corporation; however, they may have been 
subject to have the rent distrained in their hands as against the corpora- 
tion.°** The government’s dilemma seems complete. Presumably, the 
shareholders can be taxed individually on what they receive,>** and per- 


5387 Cf. Burnet v. Leininger, 285 U. S. 136, 140 (92). 

538 Bishop v. Commissioner, 54 F.(2d) 298 (C. C. A. 7th, 1931); Parker v. 
Routzahn, 56 F.(2d) 730 (C. C. A. 6th, 1932); Van Meter Vv. Commissioner, 61 
F.(2d) 817 (C. C. A. 8th, 1932). In the last case an insurance agency assigned 
renewal commissions to its shareholders in advance of receipt. Apparently the 
assignees had been taxed on them. A tax on their amount against the company was 
sustained. Another result is reached if a property right of some sort in an existing 
contract is transferred. Iowa Bridge Co. v. Commissioner, 39 F.(2d) 777 (C. C. A. 
8th, 1930) ; Hall v. Burnet, 54 F.(2d) 443 (App. D. C. 1931) ; Nelson v. Ferguson, 
56 F.(2d) 121 (C. C. A. 3d, 1932). 

539 Harwood v. Eaton, 68 F.(2d) 12 (C. C. A. 2d, 1933) ; Western Union Tel. 
Co. v. Commissioner, 68 F.(2d) 16 (C. C. A. 2d, 1933) ; Northwestern Tel. Co. v. 
Wisconsin Tax Comm., 248 N. W. 164 (Wis. 1933). 

540 44 Stat. 61 (1926), 26 U. S. C. App. § 1069(a)(1) (1926); 47 Stat. 240 
(1932), 26 U. S. C. Supp. VII § 311(a)(1) (1933); cf. Phillips v. Commissioner, 
283 U.S. 589 (1931). 

541 281 U.S. 111 (1930). 

542 285 U.S. 136 (1932). 

543 Cf, United States v. Western Union Tel. Co., 50 F.(2d) 102 (C. C. A. 2d, 
1931). There an attempt to reach the rent to be paid by the telegraph company 
to the shareholders of the lessor, and to subject it to claims for income taxes due 
from the lessor for preceding years, failed for want of statutory authorization. 


544 See Harwood v. Eaton, 68 F.(2d) 12, 13 (C. C. A. 2d, 1933). The plaintiff . 


had included his share in his individual return and had paid a tax on it. 
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haps, except on Judge Hand’s theory, the separation of the income from 
the lessors is too decisive to consider the rent their income. The con- 
tract giving rise to it is quite beyond the corporation’s control, but it 
still subsists as a corporate contract perpetually deflecting a return on 
corporate capital to the corporation’s shareholders. The inference seems 
clear that the Western Union’s promise is a corporate asset,°*° and it is 
difficult to see why the United States cannot reach it by a bill in the 
nature of a bill to reach and apply. 

Creating a trust of an income-bearing corpus of some sort at times 
succeeds in shifting tax liability to the recipient of the income. Thus, 
in Rose v. Commissioner °*° a declaration of a trust of partnership inter- 
ests and properties was held sufficient to relieve the partner from income 
tax to the extent of the trust declared, although the practical differences 
between that arrangement and the one which failed in Burnet v. Lein- 
inger °*7 were negligible.*** If the trust already exists, an assignment 
of the income has been held completely to remove it from the assignor’s 
taxable income,**® so long as the transfer is not merely colorable.**° 

In the cases so far considered the alienations of income were legally 
irrevocable, whatever they may have been in fact. The Revenue Acts 
have made specific provision, however, for revocable trusts for the 
benefit of third persons. The theory of the section is that the practical 
power to recall the fund justifies taxation of its income to the holder of 
the power. The language of the Act °** requires that the settlor have 
during the taxable year power to revest title to the corpus in himself. 
It has been held that if the power of recall has to be formally exercised 
in a preceding taxable year in order to assure the income to the taxpayer 
in the current taxable year, the income cannot be taxed to him.**? 
These cases, in a word, have added to the requirement that the power 
should exist during the taxable year the qualitative limitation that it 
should be a power to revest title in the same taxable year. That might 
have been a commendable mildness in Congress, but whether it is what 


545 Cf, 1 WiLLIsToN, ConTRACTs (1920) §§ 361-64; Forbes v. Thorpe, 209 Mass. 
570, 95 N. E. 955 (1911). 

546 65 F.(2d) 616 (C. C. A. 6th, 1933). Assent to the arrangement by the other 
partners was found. 

547 285 U. S. 136 (1932). 

548 Compare Battleson v. Commissioner, 62 F.(2d) 125 (C. C. A. oth, 1932), 
reaching a result in accord with the Leininger case on facts very similar to it. 

549 Shellabarger v. Commissioner, 38 F.(2d) 566 (C. C. A. 7th, 1930); Young 
v. Gnichtel, 28 F.(2d) 789 (D. N. J. 1928) ; O’Malley-Keyes v. Eaton, 24 F.(2d) 
436 " Conn. 1928) ; cf. Bettendorf v. Commissioner, 49 F.(2d) 173 (C. C. A. 8th, 
1931). 

550 Power v. Commissioner, 61 F.(2d) 625 (C. C. A. 8th, 1932); cf. Commis- 
sioner v. Blair, 60 F.(2d) 340 (C. C. A. 7th, 1932), (1933) 81 U. or Pa. L. REv. 480. 

551 43 Strat. 277 (1924), 26 U. S. C. § 960(g) (1926); 47 SraT. 221 (1932), 26 
U.S. C. Supp. VII § 166 (1933). 

552 Langley v. Commissioner, 61 F.(2d) 796 (C. C. A. 2d, 1932) ; Lewis v. White, 
56 F.(2d) 390 (D. Mass. 1932); Faber v. United States, 1 F. Supp. 859 (Ct. Cl. 
1932). But cf. Clapp v. Heiner, 34 F.(2d) 506 (W. D. Pa. 1929) (six months’ 
notice). As to the whole group, see (1933) 46 Harv. L. REv. 523; (1933) 81 U. oF 
Pa. L. REv. 345. : 
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the statute said is questionable. Certainly formal decision to exercise 
the power in the earlier year would justify accrual at once of the value 
of the corpus of the trust and doubtless of a not inconsiderable fraction 
of the income. Income, in the tax realm, is largely a matter of potentials 
and anticipations anyhow.°*** 

The same section of the Act required the power of recall to exist in 
the settlor, alone or in conjunction with a non-beneficiary of the trust.°** 
Where the power was sole, Corliss v. Bowers **° found no trouble in 
holding the statute constitutional by emphasizing the unfettered com- 
mand of the taxpayer and playing down the “ refinement ” which was 
the legal title in the cestui que trust.*°° Where the power to recall was 
conditioned on the trustee’s concurrence, Reinecke v. Smith **" held 
that the measure of control retained by the settlor justified the attribu- 
tion of the income to him, for the trustee was not under a fiduciary duty 
to resist exercise of the power; and any other holding would invite free 
evasion of the tax. Clearly, the premise of the decision was the justice 
of taxing men on income where they had an economic power substan- 
tially equivalent to it. 

Section 219(h) of the Revenue Act of 1924 ®°* provided that so much 
of the income of a trust as might or was to be applied to the payment of 
premiums upon policies of insurance on the settlor’s life should be 
treated as the settlor’s income. In Dupont v. Commissioner **° the tax- 
payer had created, a year before the statute was enacted, funded life 
insurance trusts, irrevocable for a period of three years, and renewable 
on notice for like periods. The taxpayer had no power to change the 
beneficiaries of the life insurance policies. The Court unanimously °© 
held that the income used to keep up the insurance could be taxed to the 
settlor. It was said the taxpayer “did not divest himself of title in 
any permanent or definitive way ”’; °** that, “ one who retains for him- 
self so many of the attributes of ownership is nct the victim of despotic 
power when for the purpose of taxation he is treated as owner alto- 
gether.” °°? The existence of the reversion in the settlor, coupled with 


553 Cf, Dupont v. Commissioner, 289 U. S. 685 (1933). 

554 43 Stat. 277 (1924), 26 U.S. C. $ 960(g) (1926). The current section, 47 
SraT. 221 (1932), 26 U.S. C. Supp. VII § 166 (1933), requires that the power be 
(a) in the settlor solely; (b) in the settlor in conjunction with any person not 
having a substantial adverse interest in the disposition of the fund; or (c) solely 
in a stranger with no such substantial adverse interest. 

555 281 U. S. 376 (1930). 

556 Compare Burnet v. Guggenheim, 288 U. S. 280 (1933), holding that release 
of a power of revocation is taxable as a gift of the corpus of the trust. 

557 289 U.S. 172 (1933), (1933) 33 Cox. L. Rev. 756; see (1933) 46 Harv. 
L. REv. 717. 

558 43 Stat. 277 (1924), 26 U. S. C. § g60(h) (1926); 47 Star. 221 (1932), 26 
U.S. C. Supp. VII § 167 (1933). 

559 289 U. S. 685 (1933). 

560 Five members of the Court concurred in holding the case ruled by Burnet v. 
Wells, 289 U.S. 670 (1933). 

561 289 U. S. at 688. 

562 289 U. S. at 689. 
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his power, after the termination of the trust, to default on the policies 
no doubt mitigates the rigor of the section in its particular application, 
but it is hard to see that it helps in determining how the income for 
the three-year period can be attributed to the settlor; certainly it would 
not seem to help much if the trust were for twenty-one years. A satis- 
factory premise for the unanimous decision seems to imply assent to 
the holding in Burnet v. Wells.°®* There, before the enactment of 
Section 219(h), the taxpayer likewise created irrevocable funded in- 
surance trusts in favor of certain kinfolk, who may or may not have 
been dependents. The taxpayer had no beneficial interest, present or 
reversionary, in the securities and none in the life insurance policies.5* 
The Court held that in taxing the income used to continue the policies 
to the settlor, the section was valid, even though it was in a sense applied 
retroactively.°°* Certain arguments of the Court can be dismissed at 
once. The power of Congress to out-guess tax evaders is too inconclusive 
to be controlling.°°® The legal, contractual interest of the taxpayer in 
the policies of insurance is insignificant. But the balance of Mr. Justice 
Cardozo’s opinion strikes into new fields of thought. It points an 
antithesis between the “ economic realities of enjoyment or fruition ” 
and “ technical dominion ” °°’ — the latter presumably being the un- 
fettered control of Corliss v. Bowers,®®* itself considered the antithesis 
of a refinement of legal title. Tax liability, it continues, may rest upon 
the enjoyment of privileges and benefits substantial enough to make it 
reasonable to treat the taxpayer as if he had ownership of the income 
or an equivalent of ownership. Here, it was said, the permanent ap- 
plication of income to the insurance policies did involve enough benefit 
to the taxpayer to justify the imposition; it meant a secure and satisfy- 
ing relief from the keenly and commonly felt social and moral duty to 
provide insurance for dependents; it took up, in effect, one item in the 
normal family budget; if this was the social fact, Congress could make 
the statutory generalization.°® The case is doubtless a strong tonic to 


563 289 U.S. 670 (1933), (1933) 47 Harv. L. Rev. 137, (1933) 32 Micu. L. Rev. 
123; see Surrey, Assignments of Income and Related Devices: Choice of the Tax- 
able Person (1933) 33 Cov. L. Rev. 791, 823; Lowndes, Spurious Conceptions of 
the Constitutional Law of Taxation (1934) 47 Harv. L. Rev. 628, 651; Note (1934) 
82 U. or Pa. L. REv. 384, 392. 

564 The facts are elaborately stated in Wells v. Commissioner, 63 F.(2d) 425 
(C. C. A. 8th, 1933). 

565 As to the retroactivity point, dismissed by Mr. Justice Cardozo in a single 
sentence, compare Brushaber v. Union Pac. R. R., 240 U. S. 1 (1916); Cooper v. 
United States, 280 U. S. 409 (1930). The hardship in preceding cases is in nowise 
comparable to that in the instant case. The objection here is not, of course, that 
the taxpayer is being retroactively taxed on income in fact received, but that in- 
come which he was already powerless to recall is going to be attributed to him 
until he dies. 

566 Cf, Heiner v. Donnan, 285 U. S. 312 (1932); Hoeper v. Tax Comm., 284 
U.S. 206 (1931). 

567 289 U. S. at 677. 

568 281 U. S. 376 (1930). 

569 Pillsbury v. Burnet, 67 F.(2d) 151 (App. D. C. 1933) ; Cummins v. United 
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the tax system. Coupled with Lucas v. Earl* and Burnet v. Lein- 
inger,°"* it seems to imply an option to tax income to the earner of it or 
to the person who enjoys its benefits, and Hoeper v. Tax Comm.,*"* al- 
though it struck down a profoundly sensible statute, presumably will 
inhibit taxation of income to one who has substantial interests of enjoy- 
ment in it only if he has not managed to cast that enjoyment in an 
inalterable mold. The unique contribution of Burnet v. Wells to our 
tax system is its emphasis on a concept of taxable income not dissimilar 
to the economists’ “ flow of benefits ” or satisfactions. In this aspect, it 
must qualify the insistence upon severance of income which has been 
accepted since Eisner v. Macomber.*"* The facts that the taxpayer did 
not in any real sense receive as income the money used to pay the 
premiums, that the trustee is the obviously eligible taxpayer, that such 
arrangements presuppose substantial sacrifices of financial power by the 
settlors, and that the enjoyment of the benefits involved will too often 
be dubious and always incapable of monetary evaluation, are, one infers, 
facts to be brought to the attention of Congress. At least one clear 
abuse produced by Section 219(h) followed close on the heels of the 
Wells case *** and, apparently, not every system of income taxation °”° 
finds it necessary to indulge in the addition of incomes.>”* - 


8. Persons Tax Exempt or Taxable in Special Ways 


The administration of tax exemptions of conceded validity reduces to 
questions of fact. Baltimore Equitable Soc. v. United States *"" held 
that a mutual fire insurance company forfeited its exemption by writing 
term insurance at fixed premiums to the extent of about 10 per cent 
of all its business. On the other hand, a farmers’ codperative league 
did not lose its exemption because, as a necessary incident of market- 
ing its members’ produce, it bought and marketed produce of non- 

members.**® The Garden Homes Company, the corporation through 


States, 3 F. Supp. 728 (Ct. Cl. 1933); Thacher v. United States, 4 F. Supp. 108 
(Ct. Cl. 1933), all followed the Wells case. 

570 281 U.S. 111 (1930). 

571 285 U.S. 136 (1932). 

572 284 U.S. 206 (1931); cf. United States v. Robbins, 269 U. S. 315 (1926) ; 
Poe v. Seaborn, 282 U. S. ror (1930). 

573 252 U.S. 189, 207 (1920). 

574 Kaplan v. Commissioner, 66 F.(2d) 401 (C. C. A. 1st, 1933), in which the 
taxpayer had to pay the income tax for a trust because the trustee had discretion 
to accumulate income above the amount reasonably necessary for the life cestui que 
trust, which accumulation might revert to the settlor if he survived the cestué que 
trust. 

575 Cf, Watson’s Trustees v. Wiggins, [1933] 1 K. B. 245 (C. A.). 

576 On the general topic, see Surrey, supra note 563, an excellent and exhaustive 
treatment. 

577 3 F. Supp. 427 (Ct. Cl. 1933), (1933) 47 Harv. L. REv. 361. 

578 Producers’ Produce Co. v. Crooks, 2 F. Supp. 969 (W. D. Mo. 1932). Com- 
pare Burr Creamery Corp. v. Commissioner, 62 F.(2d) 407 (C. C. A. oth, 1932), 
denying exemption to the wholly owned subsidiary of a farmers’ codperative 
organization. 
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which Milwaukee carried on its workmen’s housing plan, was not un- 
naturally exempted from tax as a civic organization.*”® 

Given the vague standards of Crocker v. Malley,*® Hecht v. Mal- 
ley,5*! and the Treasury Regulations,°** the taxation of business trusts as 
associations rather than as trusts turns necessarily on issues of fact. 
Theoretically, the test derivable from the latter case requires a semi- 
corporate organization and the carrying on of a business. Jttleson v. 
Anderson *** is remarkable chiefly because, in the light of this test, it 
taxed a one-man business trust as an association. Other recent cases 
rely too heavily on factual analysis to indicate adherence to any defini- 
tive concept of the sort of trust which is taxable as an association,°** 
although it seems to be agreed that what is actually done under the trust 
indenture, rather than what might be done, is decisive.°*° 

When it has been decided that an arrangement is a trust and properly 
taxable as such, a new complex of difficulties is encountered. Compet- 
ing claims of trustee and cestui que trust to deduct a loss on the sale 
of a capital asset, for example, arose in Anderson v. Wilson.** A 
testator devised land to his executors to hold and manage until it could 
be sold to advantage, and then to pay a part of the proceeds over to the 
taxpayer. In compliance with this direction, the executors sold the 
land in 1922 at a loss, having held it for twelve years. The Court held 
that the taxpayer could not deduct a part of the loss on the sale pro- 
portioned to his interest in the proceeds.®*’ It was said that the tax- 
payer’s interest was in the proceeds of the conversion only, and the loss 
was that of the trustee—a separately taxable person. The only real 
objection to such a holding is that it gives the right to deduct the loss 
to a person who, in most cases, has no substantial taxable income against 
which to set if off, since a trustee’s income is diminished by the amount. 
currently distributable to the beneficiaries.*** 


579 Garden Homes Co. v. Commissioner, 64 F.(2d) 593 (C. C. A. 7th, 1933). 

580 249 U. S. 223 (1919); cf. Von Baumbach v. Sargent Land Co., 242 U. S 
503 (1917). 

581 265 U.S. 144 (1924). 

582 The current provisions are in U. S. Treas. Reg. 77, Art. 1312-14 (1933). 

583 67 F.(2d) 323 (C. C. A. 2d, 1933), (1934) 47 Harv. L. Rev. 716. 

584 Cf., e.g., Sloan v. Commissioner, 63 F.(2d) 666 (C.C. A. oth, 1933); Tyson 
v. Commissioner, 68 F.(2d) 584 (C. C. A. 7th, 1933) (both holding the trusts to be 
associations) ; Commissioner v. Morriss Realty Co. Trust No. 2, 68 F.(2d) 648 
tC; C.: A. nth, 1934) (“ ancestral” trust not taxable as ee | in prolonged 
liquidation) ; Commissioner v. McCormick, 68 F.(2d) 653 (Cc. C A. 7th, 1934); 
see (1932) 42 YALE L. J. 270. 

585 Dunbar v. Commissioner, 65 F.(2d) 447 (C. C. A. rst, east “Jeson v. 
Anderson, 67 F.(2d) 323 (C. C. A. 2d, 1933). 

586 289 U.S. 20 (1933), (1934) 32 Micu. L. Rev. 562. 

587 Compare Helvering v. Falk, 54 Sup. Ct. 353 (1934), allowing cestuis que 
trust depletion deductions. In Blow v. United States, 5 F. Supp. 737 (N. D. II. 
1933), a depreciation deduction was allowed the cestui que trust. Cf. Freuler v. 
Helvering, 54 Sup. Ct. 308 (1934), (1934) 43 Vare L. J. 835. 

588 Revenue Act of 1921 § 219(b), 42 STAT. 246 (1921); 47 STAT. 219, 220 
(1932), 26 U.S. C. Supp. VII §§ 161, 162(b), (c) (1933). 
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Helvering v. Butterworth °**° goes far to settle a nice point in trust 

taxation. Irwin v. Gavit *°° had early decided that testamentary gifts 
of the income arising upon a trust fund were taxable to the recipient. 
But it had been held in the lower courts that if a widow elected to 
take such a provision in lieu of her dower or statutory share in her 
husband’s estate, she was the purchaser of an annuity, who could not 
be taxed until she had received in income the value of the share she 
waived.°*' The Commissioner then sought to exact the tax from the 
trustee by denying that the amounts currently distributed to the widows 
were distributions to beneficiaries. This, Helvering v. Butterworth held 
to be erroneous; the Court disapproved the logic that gave the widow 
an exemption, saying that she was clearly a beneficiary and was meant 
to pay the tax. 

A different result was reached in Helvering v. Pardee, disposed of in 
the Butterworth case. There the provision for the widow was of a 
specific annuity charged on the corpus of the estate. Payments to the 
widow had not yet aggregated the value of her statutory share. It was 
held that the trustee was not entitled to deduct payments to her, since 
she was the legatee of an annuity, and the payment of her legacy was 
independent of the existence of any trust income.®®? Warner v. Com- 
missioner *®® carries this holding and that of Burnet v. Whitehouse °** 
to their logical extreme in refusing to tax the widow-annuitant even 
after the aggregate payments to her have exceeded the value of her 
statutory share.*®® Perhaps it is too late to quarrel with Burnet v. 
Whitehouse, but the dissent of the Chief Justice from this branch of 
Helvering v. Butterworth suggests that a fuller reéxamination of the 
problem may evoke a reversal of attitude. It is the Chief Justice’s 
argument that whether or not the widow is taxable, the payments, so 
far as they must come out of income, ought to be regarded as distribu- 
tions to a beneficiary. Certainly this result can be reached by legisla- 
tion, if Burnet v. Whitehouse makes it impossible to regard the widow 


~ as a legatee for one purpose and a trust beneficiary for another. 


Accumulations in trust are normally taxed to the trustee.°°* In 


589 54 Sup. Ct. 221 (1933), (1933) 33 Cor. L. Rev. 1076, (1934) 34 id. 183. 

590 268 U.S. 161 (1925). 

591 United States v. Bolster, 26 F.(2d) 760 (C. C. A. 1st, 1928); cf. Warner v. 
Walsh, 15 F.(2d) 367 (C. C. A. 2d, 1926) ; Allen v. Brandeis, 29 F.(2d) 363 (C.C. A. 
8th, 1928). But cf. Titlke Guar. Loan & Trust Co. v. Commissioner, 63 F.(2d) 
621 (C. C. A. 5th, 1933) (affirmed in the Butterworth case). 

592 Burnet v. Whitehouse, 283 U. S. 148 (1931), had held the widow not tax- 
able on an annuity so received, although it was in fact paid out of income. The 
Chief Justice dissented from this part of the Butterworth case. Boston Safe Deposit 
& Trust Co. v. Commissioner, 66 F.(2d) 179 (C. C. A. 1st, 1933), is in accord with 
the principal case. 593 66 F.(2d) 403 (C. C. A. 2d, 1933). 

594 283 U. S. 148 (1931), stated note 592, supra. 

595 Warner v. Walsh, 15 F.(2d) 367 (C. C. A. 2d, 1926), and Allen v. Brandeis, 
29 F.(2d) 363 (C. C. A. 8th, 1928), had intimated that the exemption would end 
with the receipt in income of an amount equal to the statutory share. 

596 44 StaT. 33 (1926), 25 U. S. C. App. § 960(b)(3) (1926); 47 Stat. 220 
(1932), 26 U. S. C. Supp. VII § 162(c) (1933). 
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Lynchburg Trust & Sav. Bank v. Commissioner **" the trustee had a 
discretionary power to accumulate income in trust for two infants; in 
doing so, he credited the accumulations to a separate subsidiary trust 
created for each infant. It was held that the amounts so paid into the 
subsidiary trusts were deductible from the trustee’s return as income 
currently distributed. Inferentially, each subsidiary trust was taxable, 
under Irwin v. Gavit,>** on all income paid into it each year, so that 
the division simply prevented a high surtax. In this aspect, substan- 
tially the same result was reached in Holden v. Minister of National 


Revenue.5®® 


9. Affiliated Corporations 


Recent Revenue Acts permit, as earlier ones required, affiliated cor- 
porations °° to file consolidated returns; the theory of the procedure is 
that such a return will most truly reflect the income of the aggregate 
enterprise,°' undistorted by intercompany dealings.®°°? Hence, one 
would suppose that the test of affiliation would be economic unity, but 
the need for administrative precision has apparently dictated a more 
rigid and formal criterion. Atlantic City Elec. Co. v. Commissioner °* 
arose under a statute °°* which required control of substantially all the 
stock of the affiliate by the dominant corporation. The taxpayer’s total 
common stock, which constituted 77 per cent of all its outstanding 
shares, was owned by its parent company and a fifth to a sixth of its 
voting, redeemable preferred stock was owned by shareholders of the 
parent company. The Court decided that the companies were not 
affiliated,®°° because the voting, preferred stock, even though redeemable 
and limited as to dividends, had to be taken into account. Read with 
Handy & Harman v. Burnet,®°® this case shifts the emphasis from 
internal economic unity in the group to identity in ultimate proprietor- 
ship. Yet it seems conceded, and the present Act so provides,®”’ that 
non-voting preferred stock, limited in dividends, need not be taken into 
consideration. The feeling apparently is that shares which approach 


being debentures are not truly proprietary.°* 


597 68 F.(2d) 356 (C. C. A. 4th, 1934). 
598 268 U. S. 161 (1925). 599 [1933] A. C. 526. 

600 Insurance companies cannot file consolidated returns with their subsidiaries. 
Cincinnati Underwriters Agency Co. v. Commissioner, 63 F.(2d) 309 (C. C. A. 6th, 
1933) ; National Life Ins. Co. v. United States, 4 F. Supp. 1000 (Ct. Cl. 1933); 47 
Srat. 213 (1932), 26 U.S. C. Supp. VII § 141(e) (1933). 

601 See Handy & Harman v. Burnet, 284 U. S. 136, 140 (1931). . 

602 See Burnet v. Aluminum Goods Mfg. Co., 287 U.S. 544, 547 (1933) ; Atlantic 
City Elec. Co. v. Commissioner, 288 U. S. 152, 154 (1933). 

603 288 U.S. 152 (1933). 

604 Revenue Act of 1921, § 1331, 42 STAT. 319 (1921). 

605 Cf, Handy & Harman v. Burnet, 284 U. S. 136 (1931) (ownership of 75% ~* 
of stock not ownership of substantially all the stock). 8 284 U.S. 136 (1931). 

607 47 Strat. 213 (1932), 26 U. S. C. Supp. VII § 141(a), (d) (1933). It also 
provides that 95% stock ownership is the requisite control. 

608 42 SraT. 319 (1921) required that the stock be owned “ or controlled ”. 


47 

ist 

ts 

it. 

to 

er 

ot 

le 

e 

'S | 

d 

t 

L 


1282 HARVARD LAW REVIEW [Vol. 47 


Woolford Realty Co. v. Rose °° decided that the net losses sustained 
by a company in the two years preceding affiliation could not be carried 
forward *° and deducted from the net income of its new parent in the 
first year of affiliation, at least where the subsidiary had no net income 
in that tax year. The Court said that, despite affiliation, the companies 
were separate taxpayers, and that the deduction privilege was expressly 
limited to the taxpayer sustaining the loss; °' and that the deficit could 
not be brought into the affiliated account by calling it “ minus income ”, 
to be returned in consolidation with the parent’s plus income. The 
Court pointed out that otherwise thriving companies would buy up mori- 
bund ones for the sake of claiming the loss.*'* Largely upon the au- 
thority of the Woolford case, Delaware & Hudson Co. v. Commis- 
sioner °'® held that even where the companies had been affiliated in the 
year of loss, they could not carry the losses forward against group in- 
come,*'* but that each could carry its own loss forward to the extent 
that it had income in the tax year in question.** Although the net 
loss provisions are a special Congressional favor to be closely admin- 
istered,*'* it may be doubted whether the statutory language need be 


That has been held to mean present, legally enforceable control. Handy & Harman 
v. Burnet, 284 U. S. 136 (1931); Ground Gripper Shoe Co. v. Commissioner, 62 
F.(2d) 654 (C. C. A. 1st, 1933). An unenforceable contract to part with shares 
has been held not to defeat ownership. Moore v. McGrawl, 63 F.(2d) 593 

609 286 U. S. 319 (1932). 

610 Under 44 SraT. 17 (1926), 26 U. S. C. App. § 937(b) (1926), net operating 
losses for one year could be carried forward to reduce the next year’s income, and, 
if there was still a loss, could be applied on the third year’s income. 47 STAT. 207 
(1932), 26 U. S. C. Supp. VI § 117(b) (1932), limited carrying net losses forward to 
the second year. 48 Strat. 209 (1933), 26 U. S. C. Supp. VII $117 note (1933), 
repealed the “ net losses” section altogether. 

611 Cf. New Colonial Ice Co. v. Commissioner, 66 F.(2d) 480 (C. C. A. 2d, 
1933), cert. granted, 54 Sup. Ct. 208 (1933) (reorganized company could not claim 
predecessor’s net loss). 

612 Accord: Swift & Co. v. United States, 38 F.(2d) 365 (Ct. Cl. 1930); In- 

dustrial Bankers of Am. v. United States, 2 F. Supp. 232 (Ct. Cl. 1933). 
613 65 F.(2d) 292 (C. C. A. 2d, 1933). 
614 Accord: Beneficial Loan Society v. Commissioner, 65 F.(2d) 759 (C. C. A. 


3d, 1933). In New Castle Leather Co. v. Commissioner, 65 F.(2d) 294 (C. C. A. 


2d, 1933), the court said that it was immaterial that net losses were in a later Act 
formally made deductible from gross income in the sections defining net income, 
although it may have added force to the argument drawn from minus income. It 
was said that the net loss section still described and limited the use of the net loss, 
making it personal to the taxpayer. But cf. U. S. Treas. Reg. 75, Art. 41 (1928). 

615 Cf. Kaiwiki Sugar Co., Ltd. v. Burnet, 63 F.(2d) 822 (App. D. C. 1933). 
The taxpayer sustained a large loss in a prior year in which it was affiliated with 
other companies. In that prior year the whole group showed a net loss. It was 
held that the taxpayer could deduct from its separate income in the year in suit 
that proportion of the group net loss in the prior year which its individual net 
loss in that year bore to the aggregate of the net losses of the individual members 
of the group. 

616 Cf. Dalton v. Bowers, 287 U. S. 404 (1932); Burnet v. Clark, 287 U. S. 
410 (1932); Ames v. Commissioner, 68 F.(2d) 301 (C. C. A. 1st, 1933); Wallace 
v. Commissioner, 62 F.(2d) 826 (C. C. A. 9th, 1933); Jeffery v. Commissioner, 
e ed on (C. C. A. 6th, 1933); Jamison v. Edwards, 3 F. Supp. 302 (S. D. 

. Y. 1933). 
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treated quite so literally. Surely where the deficit is in a prior affiliated 
year, it cannot be carried forward unless there is a group net loss. If 
the purpose of allowing consolidated returns is to reach the income of 
unitary enterprises, and if the policy embodied in the net loss provision, 


_ of levelling off income fluctuations, has any pervasive value, it is hard 


to see why the group loss cannot be carried forward against group in- 
come. That the group is not the taxpayer may be quite true; that, 
however, seems trivial when the group’s income is the measure of the 
tax.®17 

Exactly what sort of intercompany dealings will not be recog- 
nized as giving rise to gain or loss? In Aluminum Co. v. United 
States °'* the taxpayer’s subsidiaries had sold goods to one another at 
a book profit on which they were taxed. In the next year the entire 
group had to file a consolidated return. Part of the joint income arose 
from sales to the public of the goods purchased in intercompany trans- 
actions in the previous year. The cost basis of such goods was held 
not to be the price the selling subsidiary paid in the intercompany deal, 
but the cost to the subsidiary which made the goods.*'® The resulting 
partial double taxation was recognized but held to be immaterial. On 
the other hand, when, in Commissioner v. Van Camp Packing Co.,°° it 
was found that a subsidiary had acquired and sold at a handsome profit 
some shares of stock in its parent, the court held that a recognizable 
gain had been derived from the transaction, although normally no gain 
or loss is recognized on a corporation’s dealings in its own stock.®** 

It does not follow, however, that gain or loss will never be recognized 
in intercompany dealings. In Burnet v. Aluminum Goods Mfg. Co.°*? 
the taxpayer claimed to deduct in its individual income return a loss 
item made up of the amount it had paid for a subsidiary’s stock, plus 
the amounts it had lent the subsidiary and had not been repaid, and 
minus the amount realized upon a liquidation of the subsidiary and the 
net operating loss of the subsidiary for the one year of consolidation. 
The subsidiary had not been dissolved until the next year. The Court 
held that although affiliation continued after the liquidation, and con- 
ceding that the loss claimed was the consequence of an intercompany 
transaction, the loss to the taxpayer was real and could be deducted. It 


617 See U. S. Treas. Reg. 75, Art. 41 (1928); GreEN, SomE ASPECTS OF THE 
PROBLEM OF INCOME TAXATION FROM THE STANDPOINT OF CORPORATIONS (Columbia 
University Symposium, Lectures on Taxation 1932) 75, 88, 93. 

618 67 F.(2d) 172 (C. C. A. 3d, 1933). 

619 Cf, Alexander v. Cosden Pipe Line Co., 290 U. S. 484 (1934); Standard 
Oil Co. v. McLaughlin, 67 F.(2d) 111 (C. C. A. goth, 1933). 

620 67 F.(2d) 596 (C. C. A. 7th, 1933). 

621 See U. S. Treas. Reg. 77, Arts. 66, 176, 629 (1933). Compare Commissioner 
v. Boca Ceiga Dev. Co., 66 F.(2d) 1004 (C. C. A. 3d, 1933), holding that the tax- 
payer realized income in receiving its own shares in part payment for land; the 
court reasoned that this was proper so long as the purpose was not capital re- 
adjustment. 

622 287 U. S. 544 (1933). 


- validity of which the parties assumed,*** and reached the same result. 
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was said that the Act did not imply a rigid rule that no intercompany 
transaction could be taken into account, but that, rather, a broadly 
equitable rule of accounting should be applied. If in prior years of 
affiliation, however, the parent company has deducted from the con- 
solidated income account the subsidiary’s net operating losses, it has 
been held that the ultimate liquidation loss of the parent must be re- 
duced to the extent that the loss deductions were for impairments of 
the parent’s capital investment in the subsidiary.*** Nothing could 
seem more fair. Keal losses are deductible, and the precise moment or 
method of taking -he loss seems immaterial. But this was before the 
Act of 1928 gave the Commissioner power to make regulations, consent 
to which was to be inferred from the filing of the consolidated return.*** 

Iifeld Co. v. Hernandez *° emphasizes that apparently not even the 
experience of tax administrators can devise a perfect system. In that 
case, the taxpayer purchased all the stock of two companies in 1917 and 
1920 and held them until their dissolution in 1929. Meanwhile it made 
both companies loans, filed consolidated tax returns with them, and had 
the benefit of their losses in most of the years of affiliation. In 1929, 
both subsidiaries were wound up; they paid their debts to those out- 
side the group, sold their properties, and as a last step leading up to 
dissolution declared a liquidating dividend to the taxpayer of what they 
had left. A week later they dissolved. The taxpayer sought to deduct 
as a loss in 1929 its total investment — including unpaid loans — in 
each subsidiary, less the liquidating dividend. It was held that it could 
not do so. It seems reasonably clear from the facts that a contrary 
holding would have allowed the taxpayer a double deduction, since the 
operating losses deducted in previous years more than equalled the in- 
vestment of the taxpayer in the subsidiaries.®**® So, in the absence of 
regulations, the flexible rule of Burnet v. Aluminum Goods Mfg. Co.®*" 
would have denied the existence of loss. To this the Court, indeed, ad- 
verted; but it also pursued a tortuous way through the regulations, the 


623 Burnet v. Riggs Nat. Bank, 57 F.(2d) 980 (C. C. A. 4th, 1932); Com- 
missioner v. Apartment Corp., 67 F.(2d) 3 (C. C. A. 4th, 1933); cf. McLaughlin 
v. Pacific Lumber Co., 66 F.(2d) 895 (C. C. A. oth, 1933), (1934) 82 U. or Pa. 
L. Rev. 292; Burnet v. Imperial Elevator Co., 66 F.(2d) 643 (C. C. A. 8th, 1933). 
Contra: United Publishers’ Corp. v. Anderson, 42 F.(2d) 781 (S. D. N. Y. 1930); 
cf. Remington Rand, Inc. v. Commissioner, 33 F.(2d) 77 (C. C. A. 2d, 1929) (on 
profitable sale of subsidiary, no adjustment for income surplus). Burnet v. Alumi- 
num Mfg. Goods Co., 287 U. S. 544, 550 (1933), strongly intimates that double 
deductions will not be countenanced. 

624 45 Stat. 831 (1928), 26 U. S. C. Supp. VI § 141(a), (b) (1929); 47 Star. 
213 (1932), 26 U. S. C. Supp. VII § 141(a), (b) (1933). The regulations promul- 
gated are U. S. Treas. Reg. 75 (1929), and 78 (1932). 

826 54 Sup. Ct. 596 (1934). 

626 The figures are hard to reconcile. Apparently, the subsidiaries lost more 
than they ever had or borrowed. The inference is that the original purchase was 
at a price sufficiently below the value of assets to account for the difference. 

627 287 U.S. 544 (1933). 

628 Their validity would seem from 45 Stat. 831 (1928), 47 Stat 213 (xils2), 
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The regulations provided for the recognition of loss on sales of stock 
which terminate affiliation;®*® there was no sale of stock in this case. 
The regulations forbade recognition of loss on distributions in cancella- 
tion of stock during affiliation;®*° the distributions in question took 
place during affiliation. The regulations did not allow the deduction 
during affiliation, as bad debts, of any intercompany accounts receivable 
or obligations; *** both the loans by and the stock ownership of the tax- 
payer arose out of intercompany transactions, and they could not be 
taken as losses during affiliation. Probably in the year following disso- 
lution the bad debt losses might be taken ;**? but a lost stock ownership 
can scarcely be called an obligation of the subsidiary, and the inference 
from the regulations is that if it is not taken at the time the stock is 
disposed of, by cancellation or otherwise, it cannot be taken at all.*** 
A loss will be recognized on the sale of the subsidiary’s properties to 
persons outside the group, but that will be on the basis of cost to the 
subsidiary,*** not on the basis of the price paid for the subsidiary’s 
stock. It seems certain that where the cancellation of a subsidiary’s 
stock, although an intercompany transaction, follows a sale of all its 
assets, there has been a clear-cut gain or loss transaction that can 
neither be faked nor gainsaid. What interest of substance is subserved 
by the limitations of the regulations is doubtful when one reflects that 
by a sale or gift of 6 per cent of the subsidiary’s shares, thereby ter- 
minating affiliation, the whole problem would be solved in the tax- 
payer’s favor. Surely taxes are not rightly measurable in terms of the 


taxpayer’s opportunism. 


10. Reorganizations 


In a class of cases elaborately but not completely defined in the 
Act,®*> one who sells or exchanges property or corporate securities in 
return for corporate securities under a plan of reorganization or of new 


26 U. S. C. Supp. VII $141(b) (1933), to depend on their capacity to reflect 
income clearly and prevent tax avoidance. 

629 UJ. S. Treas. Reg. 75, 78, Art. 34(a), (c) (1928, 1932). 

630 J. S. Treas. Reg. 75, 78, Art. 37(a) (1928, 1932). On the facts, it seems 
clear that there was no distribution in cancellation of stock. The dividend doubt- 
less was an intercompany transaction within Article 31(a). 

631 U.S. Treas. Reg. 75, 78, Art. 40(a) (1928, 1932). 

632 [bid. 

633 U. S. Treas. Reg. 75, 78, Art. 37(a), (b) (1928, 1932). Cf. id. Art. 38(b). 
It may be that if the liquidating dividend is in kind, the taxpayer will be able to 
claim some loss on the property when ultimately sold out of the group, but ap- 
parently only on the cost basis to the late subsidiary, not on the basis of the cost 
of the stock to it. 

634 UJ), S. Treas. Reg. 75, 78, Art. 38(a), (b) (1928, 1932). 

635 The present sections are 47 STAT. 195, 196, 197, 198, 199, 201, 203 (1932), 
26 U. S. C. Supp. VII §§ 111(a), (c), 112(b)(2)-(5), (c), (d), (e), (g)—(k), 
113(a) (6)—(9), (13), (b)(1)(D), (2), 115 (1933). The parallel sections of the 
Revenue Act of 1928 are discussed in Hendricks, Federal Income Tax: Definition 
of Reorganization (1932) 45 Harv. L. Rev. 648. 
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incorporation does not immediately pay a tax. The term “ reorganiza- 
tion ” as used in the Act includes merger, consolidation, recapitalization, 
the acquisition of majority control of one corporation by another, the 
transfer of property to a corporation in exchange for 80 per cent or 
more of its voting and non-voting stock,®** the transfer of substantially 
all the property of one corporation to another in return for stock or 
securities of the transferee, and the transfer of any property of a 
corporation under a plan of reorganization in exchange for stock or 
securities of any other party to the reorganization. In Pinellas Ice & 
Cold Storage Co. v. Commissioner *** the taxpayer agreed to sell to a 
third person substantially all of its properties for $1,400,000; $400,000 
was paid at the time the properties were transferred, the balance within 
a year of the sale on short-term notes secured by mortgage on the 
properties transferred. The $400,000 was used to discharge the tax- 
payer’s debts, the balance was distributed to its shareholders as soon as 
it was received in accordance with the taxpayer’s original plan. Prop- 
erty had been exchanged for “ securities” and money under a single 
plan. The money could be cast out of view since, pursuant to the plan 
of reorganization, it was forthwith distributed. But the Court held 
that the arrangement was a clear-cut sale,*** and that the short-term 
notes received could not be regarded as securities but were the equiva- 
lents of cash. Mr. Justice McReynolds, however, added a cautionary 
word: merger and consolidation as used in the statute **° did not mean 
only transactions technically meeting that definition but arrangements 
otherwise within the words of the Act which partook of their nature. 
The Court approved Cortland Specialty Co. v. Commissioner **° which, 


reaching the same result on substantially similar facts, had emphasized. 


the continuance of the taxpayer’s proprietary or capital interest in the 
underlying assets as the common denominator of all the transactions 
in which gain and loss were not recognized. 

_ A reorganization cannot be spelled out, Prairie Oil & Gas Co. v. 


- Motter °** held, where one corporation acquires the stock of another for 


cash and, pursuant to the original arrangement of purchase, dissolves 
the acquired company and takes up its properties; the transaction is 
a cash purchase, not a merger. The court, in the Prairie Oil case, states 


636 Of this type are Perthur Holding Corp. v. Commissioner, 61 F.(2d) 785 
(C. C. A. 2d, 1932), and T. W. Phillips, Jr., Inc. v. Commissioner, 63 F.(2d) 101 
(C. C. A. 3d, 1933). 

687 287 U.S. 462 (1933). 

i Accord: Sarther Grocery Co. v. Commissioner, 63 F.(2d) 68 (C. C. A. 7th, 
1933). 
639 47 Stat. 198 (1932), 26 U. S. C. Supp. VII §$ 112(i) (1933), is identical 
with the provision construed by the Court. 

640 69 F.(2d) 937 (C. C. A. 2d, 1932). Im this case the transferor did not 
dissolve until about eight months after the transfer. As to whether this affects 
the existence of a merger or consolidation, see (1933) 33 Cor. L. Rev. 1456. 
Obviously it should not. 

. ‘641 66 F.(2d) 209 (C. C. A. roth, 1933). Hendricks, supra note 635, at 657 
et seq., discusses this case in the district court. 


a 
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the converse of the conclusion in the Pinellas case; not every sort of 
transaction which meets the description of the statute is a reorganiza- 
tion; it must also have the generic qualities of a merger, consolidation, 
or reorganization.**? In any event, it may be doubted whether satisfy- 
ing the definition of reorganization settles anything; that seems to be 
only a preliminary step to the application of a particular gain or loss 
subsection.*** In the reverse situation, in which local law requires at 
least the semblance of a sale, the intervention of a formal sale has been 
held not to deprive the stockholders of a bank, merged into a trust 
company, of the benefits of the reorganization section.®** 

A taxpayer may sell for cash stock or securities which he received in 


_ a reorganization at a time when gain or loss on reorganizations was 


recognized, although under the Act in force at the time of the sale for 
cash, no gain or loss would be recognized on that type of reorganization. 
Burnet v. Kountze *** held, where the Act in force at the time of sale 
did not specifically provide for this situation, that gain or loss must 
be computed on the basis of the value of the stock and securities received 
in the reorganization.*** But since the Revenue Act of 1924,°*” the law 
has provided for the use of the original cost basis of the property sur- 
rendered in the reorganization, decreased in the amount of loss, or in- 
creased in the amount of gain recognized by the Act in force at the 
time of reorganization. Securities Co. v. Commissioner *** illustrates 
the application of the subsection to shares in the Missouri Pacific 
acquired in and before 1913 and surrendered, together with a cash 
contribution, for bonds and shares in the reorganization of 1917. The 
court held first that the fact that the transferor gave cash as well as 


642 44 Stat. 14 (1926), 26 U.S. C. App. § 934(h)(1)(A) (1926), now 47 Stat. 
198 (1932), 26 U. S. C. Supp. VII § 112(i)(1)(A) (1933), said that reorganization 
meant “merger or consolidation (including the acquisition by one corporation 
of . . . substantially all the properties of another corporation)”. If the transac- 
tion was a reorganization, the depletion base to the Prairie Company was the cost 
of the oil leases involved to its predecessor; if it was a purchase, the depletion base 
was the purchase price, a figure more than ten times as large. 

643 Compare Helvering v. Gregory, unreported, C. C. A. 2d, March 19, 1934, 
holding a transaction not a reorganization because, although it met the statutory 
definition, its purpose was unrelated to the corporate enterprise and was to avoid 
income taxes. See also West Texas Ref. & Dev. Co. v. Commissioner, 68 F.(2d) 

77 (C. C. A. roth, 1933). The taxpayer transferred property to a new company 
for all its stock and sold one half the stock to a third person for cash; it used the 
cash to pay its debts and distributed its one half of the stock to its shareholders. 
It was held that this was not a reorganization, or that if it was, the taxpayer was 
taxable to the extent of the cash received. 

644 American Security & Trust Co. v. Tait, 5 F. Supp. 337 (D. Md. 1933); cf. 
Cahoon v. Hopkins, 5 F. Supp. 419 (N. D. Tex. 1933) (intermediate step necessary 
to avoid operation of Texas anti-trust law). 

645 66 F.(2d) 141 (C. C. A. 8th, 1933). 

646 Compare Law v. McLaughlin, 2 F. Supp. 601 (N. D. Cal. 1933), altogether 
disregarding the formation and dissolution of a one man corporation, in determin- 
ing the cost basis of property acquired in 1908 and sold in 1917 and 1924. 

647 43 Stat. 258 (1924), 26 U. S. C. $935(a)(6) (1926); 47 Sat. 199 (1932), 
26 U. S. C. Supp. VII (1933). 

648 64 F.(2d) 330 (C. C. A. 2d, 1933). 
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securities for reorganization securities did not preclude the transaction’s 
being treated as a reorganization on which no gain or loss would be 
recognized by the 1924 Act.®**® The subsection, indeed, says simply 
“stock or securities . . . exchanged ”, but to exclude cases in which the 
transferor also makes a capital contribution would put many receiver- 
ship reorganizations beyond the pale of the Act. The court also held 
that the adjusted basis could be used for stock originally acquired before 
1913. On this point the decision is open to doubt. Under the 1924 
Act the subsection providing for this adjustment is contained under the 
heading which deals with cost bases of property acquired after 1913; 
a codrdinate heading deals with the basis for property acquired before 
1913 and, while it expressly refers to three other subsections under the 
first heading, it does not mention the subsection dealing with reorganiza- 
tion adjustments.*° 


11. Collection and Refund 


Too many income tax cases deal with what ought to be minor points 
in administration. A series of cases in the Supreme Court on the 
propriety of amending claims for refund after the time to file such 
claims has expired evoked from Mr. Justice Cardozo a discriminating 
analysis of the weight to be attributed to considerations of administra- 
tive convenience and substantial justice.*°* On the other hand, the 
cases have tended to uphold the government in enforcing against the 
taxpayer in every conceivable situation waivers of the time limitations 
upon assessment and collection. How salutary the sanctioning of 
interminable postponements of final settlement is, remains a matter 


26 U. S. C. Supp. VII § 112(b) (3) (1933). The section recognizes no gain or loss 
if stock or securities in one corporate party to a reorganization are “ exchanged 
solely for stock or securities” in the same or another corporate party to the re- 
organization under the reorganization plan. 

650 The present Act, 47 STaT. 198 (1932), 26 U. S. C. Supp. VII § 113 (1933), 
pretty clearly, for the first time, enacts the holding of the case. 

651 United States v. Memphis Cotton Oil Co., 288 U. S. 62 (1933) (amend- 
ment from general to particular allowed where Commissioner did not object to 
generality) ; United States v. Henry Prentiss & Co., Inc., 288 U. S. 73 (1933) 
(amendment not allowed where original claim did not include that later relied 
on); United States v. Factors & Finance Co., 288 U. S. 89 (1933), (1933) 46 
Harv. L. Rev. 843 (similar to Prentiss case on facts, but amendment allowed be- 
cause original claim necessitated review of facts on which amended claim based) ; 
Bemis Bros. Bag Co. v. United States, 289 U. S. 28 (1933) (amendment allowed on 
much the same grounds as those in Factors & Finance case). No amendment is 
allowed after the Commissioner definitely rejects the claim. Elbee Chocolate Co. 
v. a States, 63 F.(2d) 773 (C. C. A. 2d, 1933), 64 F.(2d) 117 (C. C. A. 2d, 
1933). 

852 Cf., e.g., McDonnell v. United States, 288 U. S. 420 (1933); Pacific Coast 
Steel Co. v. McLaughlin, 288 U.S. 426 (1933) ; R. H. Stearns Co. v. United States, 
54 Sup. Ct. 325 (7934) (semble, time extended by estoppel) ; Helvering v. Newport 
Co., 54 Sup. Ct. 480 (1934) (extinction of liability can be ‘retroactively abrogated 
where taxpayer filed waiver during period of extinction); cf. Gulf Steel Co. v. 
United States. 287 U.S. 32 (1932), (1933) 33 Cot. L. Rev. 173. 


649 43 Stat. 256 (1924), 26 U. S. C. § 934(b) (2) (1926) ; 47 Star. 196 (1932), 
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of considerable doubt. Daube v. United States ** contains additional 
and probably significant comfort for the government in its express state- 
ment that in suits to recover taxes as upon an account stated, a pro- 
cedure sanctioned by Bonwit Teller & Co. v. United States,*** the con- 
cept of an account stated will not be liberalized.** 


BOOK REVIEWS 


RECORDS OF THE SUFFOLK County Court, 1671-1680. Two votumes. 
Edited by Samuel Eliot Morison. Introduction by Zechariah Chafee, Jr. 
Cambridge: The University Press. 1933. Pp. xciv, 1-562; viii, 563- 
1233. $10.00. 


These volumes have been produced in response to a recommendation of a 
committee of the American Historical Association that a systematic effort be 
made to publish the records of early American courts. But Professor Mori- 
son and Professor Chafee have not rested content with meeting the letter of 
the recommendation by merely reproducing an old record placed in their 
hands. The original manuscript volume is one of brief entries that would 
provide meager information for students, and Professor Morison has ampli- 
fied these with notes from a register of entries of the time, from “ reasons 
of appeal” (the equivalents of assignments of error) found in file papers of 
appealed cases, from depositions found in the files, and from his own abun- 
dant knowledge of the people of the colony. Professor Chafee has followed 
with a study that must come close to exhausting the possibilities of inference 
and generalization, and has woven his facts into a very readable introduction. 
The result is, in a measure, a composite record of the work of the court 
during the period. 

The production of so many authentic facts alters some old notions, in- 
evitably. Some more or less picturesque conceptions of the New England 
Puritans fail of support here. They appear not so far withdrawn from the 
ordinary course of the life of English people as has been supposed. For 
instance, the notion that they were to any great extent under a peculiarly 
theocratic rule, superseding that of English law, must be abandoned. They 
did quote Scripture in judicial proceedings — apparently without influence 
on decisions — but it was the habit of the age to do so. Dalton, in his Coun- 
trey Justice, one of the books kept in the Massachusetts courts, quoted three 
verses from the Bible at the end of a list of English towns appointed for 
keeping standards of weights and measures. 


653 289 U. S. 367 (1933). 

654 283 U.S. 258 (1931). 

655 Of some interest is Heiner v. Diamond Alkali Co., 288 U.S. 502 (1933), 
holding that the courts cannot revise the figures upon which the Commissioner 
has based a special assessment rate for income and excess profits tax, the establish- 
ment of the rate and the grant of special assessment being matters in his discretion. 
George Moore Ice Cream Co. v. Rose, 289 U. S. 373 (1933), is remarkable for 
holding that the necessity for protesting payments to collectors can be dispensed 
with retroactively. 


1 (1st ed. 1618). 
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The record shows no dearth of crime among the people. Much seems to 

have been of a kind incident to the life of people dwelling in close contact, 
Farther south, where the settlers were widely scattered among plantations, 
fewer small sins were felt to be against the peace and dignity of the govern- 
ment. But the amount of crime was not extraordinary; there is no amusing 
contrast between Puritan pretensions and practice. Professor Chafee has 
thought it well to forestall an impression that so many misdeeds as are col- 
lected in the record indicate a depraved condition in the population, and the 
caution is probably necessary. Many judges assigned to courts of criminal 
jurisdiction in these latter days have been brought to look upon the world 
as a habitation of depravity until it has been borne in upon them by the 
stream of witnesses and others in minor parts before them that it is a habita- 
tion, predominantly, of people who want to be respectable and respected, and 
who are, on the whole, admirable. 

It cannot be held now that these and other American colonists lived, as 
some earlier scholars have inferred, under a reign of crude, untechnical law, 
civil or criminal. There is much corn here that would not be thought by 
modern lawyers to have come out of the old field, but in the light of informa- 
tion now available the wonder is that the law and practice of England were 
adhered to so far. Is it not very doubtful whether any such group of seven- 
teenth century Englishmen could have varied from habitual ways in ad- 
ministering justice except as necessity or convenience might have dictated? 
Regulation by law was for them identified with familiar proceedings, and could 
hardly have been dissociated. Certainly they would not have sought guidance 
in a study of methods and origins, such as is now being devoted to the records 
they left. 

Professor Chafee is struck with the much greater frequency of “ actions of 
the case” than is found in contemporary English reports, and with the 
variety of grievances redressed in these actions. But this was not peculiar 
to Massachusetts. Records of two county courts of Maryland of the same 
time and a little earlier are found, on comparison, to contain a like propor- 
tion of entries of “actions of the case,” along with entries of formal pro- 
ceedings more familiar to us; and among the “actions of the case” have 
been noticed one on a bond, and one for “ unjust molestation of possession ” 
of land, a ground that surprised Professor Chafee in the Massachusetts 
record. But was it not altogether in harmony with the provision for the 
consimili casu that there should have been this free, varied use of it? It was 
understood to provide a universal remedy for personal wrongs without force, 
upon particular complaints set out in the writs; and a remedy with bounda- 
ries so little defined would seem easily liable to questionable extensions. 
It was in the eighteenth century that the higher English courts were called 
upon to deal with objections to actions on the case because of novelty in the 
grounds. Does not that fact testify that, in the middle of the seventeenth 
century, custom had not yet tended materially to confine application of the 
provision to the commoner grounds? Actions on the case upon bonds, and, 
as in the Suffolk County Court in 1672, for death by negligence, seem irregu- 
lar; yet is it not conceivable that the conception of a wrong to the relatives 
of a murdered man which served to prolong the existence of criminal appeals, 
might have justified to some courts the maintenance of actions on the case 
for death by negligence? 

The exact similarity just noted in practice in the two colonies warns against 
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assumptions that variations in any one colony from the course of justice at 
Westminster were local mistakes due to ignorance. Almost certainly, the 
courts of the two colonies were in this instance following practice familiar to 
the colonists in England, and, again almost certainly, it was the practice in 
minor English tribunals. Uniformity in those tribunals at the time is not 
to be supposed; they are likely to have differed from each other as well as 
from the higher courts. Therefore, complete explanations of early proceed- 
ings in one colony may possibly be obtainable only by tracing the places of 
origin of the colonists, and comparing the records there. Tracing sources in 
that way would, of course, be a task of difficulty if the influential men of the 
colony came from widely scattered parts of the home country. 

Abundant and valuable as are the facts gathered in these volumes, it is 
possible that a greater contribution may lie in the mere example of thorough- 
ness and completeness in the work. In the reproduction of the old judicial 
records of the country it should be possible to maintain a high standard, 
such, for instance, as that of the Selden Society publications, but it is possible 
to fall far short of it. Success or failure may depend much upon the level 
of the first eight or ten productions, or whatever may be the number necessary 
to fix conceptions of the thoroughness and skill required. Here the editor 
and the writer of the introduction have started the project on a high level, 


and their work is an example of great price. 
T. Bonp.* 


REGIONAL GUARANTEES OF Minority Ricuts. By Julius Stone. New York: 
The Macmillan Co. 1933. Pp. xvi, 313. $3.75. 


The procedures developed in the post-war settlements for the protection of 
minority rights are obviously of great theoretical interest to students of inter- 
national law and relations. The perennial discussions of the status of individu- 
als in international law — the arguments whether they are to be called subjects 
or objects — find a realistic focus in the minority problem. Dr. Stone points 
out that we have here “ a striking illustration of the manner in which individu- 
als may, by special convention, be given attributes normally exercised by inde- 
pendent states.” + Students of international law have long concerned them- 
selves with legal practices and theories regarding the state’s right to protect 
its nationals against injurious action by other states. We are still on the 
threshold of experimentation in the far more difficult field of the protection of 
individuals against injurious action by their own states. International concern 
in this problem must exist when large areas with their populations are trans- 
ferred from one sovereignty to another. The experience of the last fifteen 
years does not hold out much hope for rectification of frontiers through the 
peaceful revision of treaties under Article 19 of the Covenant. But if sore 
spots cannot be eliminated, they may be made less sore by the friendly adjust- 
ment of some of the problems which in the past have contributed to the dan- 
gerous irredentist movements. Economic questions must find their answers 
elsewhere, but the problem of individual dissatisfaction with interference in 


* Chief Judge, Maryland Court of Appeals; editor of PRocEEDINGS OF THE 
Maryianp Court oF APPEALS, 1695-1729 (1933). 
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the ordinary affairs of daily life is being handled by the procedure for the 
protection of minorities. It is not remarkable that such procedures have not 
been wholly successful in eliminating friction; it is remarkable that they have 
operated as well as they have. 

Dr. Stone has already given us an excellent study of the Jnternational 
Guarantees of Minority Rights ? in which he discusses the procedures of organs 
situated outside the state concerned and to which the persons belonging to the 
minority have no right of access. In this volume he deals with the other type 
of minority protection, as employed in Upper Silesia, under which the organ is 
situated within the territory and the persons belonging to the minority do have 
a right of access. One of the chief reasons why Dr. Stone’s studies are so 
excellent is that he has examined the problem on the spot and has therefore 
been able to give a clear picture of the law in action; he has not confined him- 
self to a study of documents which would merely reveal how the system was 
intended to work or how it should work. He has had the assistance of Presi- 
dent Calonder and other officials in the region and acknowledges his indebted- 
ness also to another careful and thorough student of the problem, Dr. M. W. 
Royse. 

The author’s preparation has accordingly been admirable; his execution is 
equally so. He has succeeded in writing a book which possesses that rare 
combination of the readability of a good narrative with the lucid classification 
and arrangement of an extremely usable reference book. 

In eighteen pages he gives the origins of the Geneva Convention of May 1s, 
1922, which is the basic instrument, and then summarizes the remedies avail- 
able under it. Part I then compares and contrasts the systems of international 
and of regional guarantees. Part II covers the “ availability ” of the regional 
machinery, considering the individuals to whom this machinery is available 
and the scope of its competence. Part III explains the operation of the re- 
gional machinery, wisely based upon the theme of following the petition 
through its various phases. Part IV explains the procedure before the Council 
of the League — the steps by which cases reach the Council and the manner 
in which the Council deals with them. There is a final chapter of Conclusions; 
ninety pages of appendices reproducing the more important documents; a 
bibliography of secondary works; and indices by proper names and by subjects. 

Dr. Stone shows that the regional procedure is far more useful to a minority 
than the general procedure, although the latter overlaps, supplements, and 
strengthens the former. He shows clearly that the value of the procedure 
lies chiefly in its use as an organ of adjustment and conciliation rather than 
as a mere court for the determination of particular controversies. While this 
attitude is particularly striking in the stage of proceedings before the Coun- 
cil, it is also notable in the earlier stages before the regional bodies. Hundreds 
of cases have been disposed of by the regional machinery without the necessity 
for formal adjudication. Throughout, Dr. Stone has successfully kept in mind 
the two aspects of the function of minority protection: one, the case of the 
individual; two, the adjustment of international friction and controversy. 

The author does not try to paint an imaginative picture of perfection. He 
is quick to discover defects and he frankly portrays them. It is true he calls 
the “ experiment of providing a regional organ readily accessible to members 
of the minority . . . a complete success”, but this statement apparently 
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refers to the justification of the device and does not mean to suggest that _ 
all difficulties have been ironed out.* Despite the improvements effected by | 
the Paris Agreement of 1929, there still exist those delays which are nearly 
fatal to the interests of the individual although too familiar to be peculiarly 
dangerous to intergovernmental relations. On the whole, however, Dr. Stone 
leads one to the conclusion that the system is of great value. Its chief merits . 
he finds in its non-political operation; the ability of the President of the Mixed 
Commission, by his close and intimate knowledge of local conditions and the 
“ personal element in the administration”, to use persuasion and conciliation 
to greater advantage than is possible for the Council of the League; and the 
fact that the President is “ within easy reach of the best possible evidence 
in every case ”.* 

Dr. Stone calls attention to the fact that the minorities provisions of the 
Geneva Convention of 1922 will expire on June 15, 1937. He has some doubt 
whether they will be renewed —no doubt that they should be. With this 
conclusion there can be little disagreement. One cannot fail to view with 
apprehension an abandonment of this system. Not the least of Dr. Stone’s 
services may well be the influence which his published studies will have 
in spreading the conviction that the system of regional guarantees of minority 
rights should have a wider and not a narrower field of application. 


C. Jessup.* 


Tue Soviet STATE. By Bertram W. Maxwell. Topeka: Stevens & Wayburn. q 
1934. Pp. xv, 335. $3.50. &g 
There are several able studies on the various aspects of the Soviet régime 


available to the interested reader. Yet the comparatively recent changes in q 
tempo and in methods of the Soviet social reconstruction, resultant of the q 
experience of preceding years, made noticeable the want of a general por- q 
trayal of the present state of affairs in the Soviet State. The recent recogni- ( 


tion of the latter by the United States rendered the need of such a portrayal 
in this country urgent. Professor Maxwell’s study of Bolshevik Rule is a ; 
timely and welcome response to this need. q 
Leaving untouched the problems germane to international relations, the 7 
author concentrates upon the analysis of the structure of the Bolshevist Gov- 
ernment (Part I) and upon a description of the relationship of the citizen a 
to the State (Part II). An introductory survey of the conditions in Russia j 
previous to the Revolution of 1917 is found in his first chapter, while Chapters q 
II-IX deal with such topics as the creation of the Soviet State and develop- 
ment of the Soviet Constitution, as well as Soviet federal and national prin- 
ciples; citizens, elections, and the communist party; and municipal, rural, 
provincial, and the central government. An analysis of the municipal finance 
and city planning, and of civil service and judiciary complete the portrayal 
of the intricate machinery of the Bolshevist Government. In the second part 
(Chapters X—XX) the various aspects of the relationships between the Soviet 
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citizens and the Soviet State are analyzed under such headings as adminis- 
trative coercion, state liability and law enforcement, civil liberty, the Church 
and the State, the supervision of the press, police, supervision of economic 
and social life, labor legislation, women and children, social evils, and the 
administration of educational, cultural, and health institutions. Notes and 
. references are given separately at the end of the text, while a list of bibliog- 
raphy and an index lend completeness to the technical aspect of the book. 
The scope of the subject matter covered by Professor Maxwell’s study has 
not prevented its very thorough treatment by the author. In an attempt 
to divest himself of ideological bias, Professor Maxwell in a commendably 
clear and convincing style produces a formal, rather than purely factual and 
impressionistic summary of political, social, and legal conditions in the Soviet 
Union today. Complete, yet free of unnecessary details, the study of each 
problem touched upon comprises a brief history of outstanding Soviet laws 
and decrees relative thereto, and a formal rather than actual description of 
the state of affairs prevailing today in the Soviet State. Constantly aware 
of the réle played by the Communist Party in the administration of the 
Soviet affairs, and admitting both the merits and shortcomings of the Bolshe- 
vik Rule, yet carefully avoiding stress upon the value of observation in 
drawing his conclusions, the author leaves to the reader the burden of proof 
that the laws of the Soviet Union are frequently divergent from the actual 
Soviet practice. Frequent references to official sources, often supported by 
proper statistical data, render the study scholarly and authoritative, while 
the realistic point of view, in spite of the primary stress on legal relationships, 
gives it an additional value, not only for students of social sciences, but for 
the general public as well. 
One cannot but regret that the author failed to be either careful or con- 
sistent in his transliteration of the Russian titles referred to in the notes, 
which may result not only in perpetuation of the same errors in future studies 


on Soviet affairs, but in difficulty of properly placing the original documents 


as well. Omission from the list of bibliography of such items as Sobranie 
Kodeksov R. R. F. S. R. (Collection of Codes of the R. S. F. S. R.),' or 
documents relative to the Congresses of Soviets, or minutes of meeting of 
' the Central Executive Committees, leaves the bibliography open to no little 
criticism. There is scarcely less reason for criticism in the brevity of the index. 

In fairness to the readers intending to evaluate the achievements of the 
Bolshevik Rule, it must be regretted, furthermore, that in describing as a 
matter of contrast the deplorable order of things in Imperial Russia the study 
shows no attempt to throw any light on the belief of many that in 1914 that 
“ bloodiest and most stupid autocracy of modern times ” ? was at the eve of 
great changes had not the World War interfered with the execution of in- 
tended reforms. Even a brief mention of this would have added greatly to 
the value of Professor Maxwell’s study, as a basis for such evaluation. This 
being not the case, the need of a separate study on this particular aspect may 
well be voiced. 

T. A. Taracouzio.* 


1 (1928). 
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CASES AND OTHER MATERIALS ON THE AMERICAN BAR AND Its Etuics. By 
Herschel Whitfield Arant. Chicago: Callaghan & Co. 1933. Pp. xiii, 
687. $5.00. 


CASES AND OTHER AUTHORITIES ON THE LEGAL PROFESSION AND Its Erutcs. 
By George P. Costigan, Jr. Second edition. St. Paul: West Publishing 


Co. 1933. Pp. xxiv, 768. $5.00. 


The growing study of the legal profession, which these books evidence, 
comes in part from criticism of law schools by the bar. Disturbed at the 
violations of propriety or honesty by its members, the bar insists that the 
law schools teach legal ethics. There are compelling reasons for a wider 
study, in which legal ethics may have a place. The “law in action”, to the 
study of which the law schools are committed, consists largely of the legal 
profession in action. An intelligent effort to comprehend how the law works, 
or why it does not work, inevitably includes a consideration of those agencies 
through which the law funnels to the layman. Furthermore, the changes now 
under way in business and society are profound and may be lasting. At least, 
he is a rare pessimist who expects the present depression to end with a return 
to the normalcy of the 1920’s. These changes in the society it serves will 
deeply affect the legal profession, and it is essential that the direction of the 
profession’s development be pointed by informed and sympathetic leaders. 

Such leaders are rare. Before he went on the bench, Mr. Justice Brandeis re- 
minded us: “. . . law has always been a narrowing, conservatizing profession. 
In England it was always easy for a Tory government to find great lawyers 
for judicial office, but for a Liberal government it was hard. And so it has 
been throughout history. Nearly all of England’s great lawyers were 
Tories.” + This conservatism reveals itself in the attitude of bar leaders to 
their own profession and its field of work. President Roosevelt, while Gov- 
ernor of New York, insisted that his proposed commission to study the ad- 
ministration of justice have a large percentage of laymen in its membership, 
as a commission of lawyers would not be interested in “ broad general ques- 
tions of policy and fundamentals ”.? Certainly, we have had nothing in our 
profession that approaches the Study of the Costs of Medical Care,’ either 
in the range of inquiry or the fundamental nature of the recommendations. 

The authors of these two books are exceptionally qualified for their task, 
which for each of them is something much more than inculcating the existing 
canons of professional ethics. Professor Costigan, with the first edition of 
his book almost twenty years ago,* was the pioneer in a critical consideration 
of the lawyer’s work. This volume is a carefully reworked second edition, 
with much the same organization but greatly altered material. His purpose, 
as pointed out in the preface, is to stress the practices and moral problems of 
the lawyer in the light of social and economic background as well as of pro- 
fessional history and attitudes. The book draws extensively on the opinions 
of the professional committees in the United States and England. It draws, 
too, on the biographies of lawyers for exploits like “the greatest forensic 
triumph” of Lord Halsbury which, though unquestioned by the participants, 
raise doubts in the mind of the reader.5 The present edition gives reduced 


1 BranveEIs, Bustness —A Proression (1914) liv. 4 (1917). 
2 N. Y. Times, April 7, 1929, at 16. 5 P. 415. 
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attention to misconduct gross enough to be dealt with by criminal or dis- 
ciplinary proceedings. Like all of the author’s works, this one is carefully 
matured and filled with informative notes. 

Dean Arant came to his task with an interest strengthened outside the class 
room. He has had a unique experience on committees of the American Bar 
Association and the Association of American Law Schools, dealing with law 
school courses on the legal profession. The book, which is his method of 
meeting the bar’s criticism of the law schools, reflects these contacts with 
bar associations. Its concern is with the bar in the United States today. 
Historical and comparative material has been deliberately put aside to make 
room for a comprehensive picture of the current struggle of an awakening 
bar to deal, through the courts and bar associations, with serious departures 
from accepted standards. Ninety per cent of the material is drawn from the 
past five or ten years. The book handles thoroughly well a variety of situa- 
tions confronting the practice branch of the legal profession, the chapter on 
The Lawyer and the Judge being especially good. In the preface Dean Arant 
states that the range of the subject should be wider than that which has gen- 
erally characterized such instruction. While he agrees that the Canons of 
Ethics remain an essential part of the course, he thinks it easy to exaggerate 
the degree of improvement in professional conduct from instruction in legal 
ethics. It is his conviction that most of the problems confronting the profes- 
sion result from overcrowding. He gives much consideration to “ the practi- 
cal problems involved in determining the most acceptable standards for ad- 
mission and the most efficient machinery for securing the adoption and 
application of such standards ”.® 

Both of these books help us to perceive the central difficulty inherent in 
the work of lawyers. We enjoy a law-created monopoly as aids in the per- 
formance of functions that everywhere are essentially governmental; at the 
same time, we are enlisted in the private service of the battling elements of 
a competitive society whose struggles are often sharp and desperate. 


E. CHEATHAM.* 


Tue Law AND THE CONSTITUTION. By W. Ivor Jennings. London: Uni- 
versity of London Press. 1933. Pp. 270. 6s. 6d. 


In this substantial little volume the author presents a lucid outline of the 
working of the English Constitution, as viewed by the contemporary legal ob- 
server. Eight chapters treat successively of the British Constitution, English 
Constitutional Law, the Conventions of the Constitution, Parliament, the Ad- 
ministration, Administrative Law, the Courts and the Constitution, and Funda- 
mental Liberties. The nature of the topic makes it almost inevitable that 
some of the author’s most valuable discussion on the constitutional funda- 
mentals consists in a critical evaluation of certain doctrines first propounded 
by Dicey in his epoch-making /ntroduction to the Study of the Law of the 
Constitution. This is particularly true of his analysis of the so-called con- 
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ventions of the Constitution, those peculiar products of the British develop- 
ment which, without being legal rule in the strict sense, form the basis of the 
most important governmental institutions of Great Britain and the Common- 
wealth. It seems to this reviewer, however, that the positive results offered by 
the author on this point are far from satisfactory. When he employs, as 
criteria for the existence of conventions precedent, actor’s intent and “ rea- 
son for the rule’, he leaves us somewhat in the dark as to their real place in 
the system.” It is to be regretted that the author does not appear to be aware 
of Hatschek’s searching inquiry into the problem, which might very well be 
considered a first step in the proper direction.* Incidentally, Jennings as- 
sumes that there is no fundamental distinction between laws and conven- 
tions, because such a distinction depends entirely upon the accident of 
recognition by a court. This seems at bottom one of the familiar fallacious 
arguments from the ambiguity of borderline cases to the nonexistence of a 
borderline. 

Even though Jennings finds himself in very respectable company when he 
denies the merit of the separation of powers doctrine, his argument on the 
point is not very convincing. He is inclined to recognize only the distinction 
between the making and the execution of laws, chiefly because of the familiar 
fact that courts frequently are concerned with administrative acts, while 
administrative authorities as frequently exercise judicial functions. To say, 
“ for convenience, . . . that the ascertainment of fact and the interpretation 
of law form the judicial function ” is hardly very illuminating. Despite the 
indifference of the English system to a separation of powers, a clear general 
concept of the different functions remains doubtless of practical value.® 

It is impossible, though highly tempting, to enter fully into the author’s dis- 
cussion of the doctrine of the supremacy of Parliament. The following, 
however, seems to this reviewer the main problem. On the one hand Jennings 
maintains that “ Parliament may remodel the British Constitution, . . . may 
give dictatorial powers to the Government, may dissolve the United Kingdom 
or the British Empire, may introduce communism or socialism or individual- 
ism or fascism, entirely without legal restriction.” ® On the other hand he 
points out “ the fact that Parliament has the legal right to pass legislation on 
any subject whatever does not necessarily imply that the constitutional frame- 
work of the United Kingdom is flexible in any but a purely formal sense.” 7 
It would seem, then, that it ought to be the task of a realistic constitutional 
jurisprudence to produce a concept of the British Constitution adequate and 
relevant to its complete context and taking account of all contributory factors. 
It surely is not enough to reiterate that “there is no constitutional law at all 
in Great Britain, there is only the arbitrary power of Parliament.” ® 

It appears that the contemporary situation in Great Britain more than 


2 P. 109. 

3 Konventionalregeln oder iiber d. naturwissenschaftliche Begriffsbildung im 
Offentlichen Recht in JAnRBUCH Orr. Recuts (1909). And compare my com- 
ments on this topic in Die sTAATS-UND VOLKERRECHTLICHE STELLUNG BRITISCH- 
INDIENS (1930) 101-06. 

4 P. 20. 

5 Cf. Green, Separation of Governmental Powers (1920) 29 YALE L. J. 369 
(a thorough analysis). 

6 Pp. 116. 
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justifies a slight refashioning of the old mode of legal thought. There are 
precedents for amendment. But what a change in the constitutionalist’s 
temper from the days when Bagehot worried how best to preserve the coun- 
try’s political stability in the face of the “ dangerous ” Second Reforms Act ® 
to the days of Jennings, whose book ends on this note: “The law makes 
revolution possible by legal means.” 1° 

Wo trcanc H. Kraus.* 


STATUT ET REGLEMENT DE LA Cour PERMANENTE DE JUSTICE INTERNA- 
TIONALE. Published by the Institut fur auslandisches Offentliches Recht 
und Volkerrecht. Berlin: Carl Heymanns Verlag. 1934. Pp. x, 498. 
RM. 29. 


This book is altogether unique. Superficially, it seems to be a commentary 
on the statute and rules of the Permanent Court of International Justice 
similar to the legal commentaries of continental Europe. But it differs from 
the conventional ones in that no effort is made to cite or discuss doctrinal 
writings. What the editors have attempted is a synthesis of all the official 
documentary material relevant to the interpretation of the statute and rules. 
This attempt they have carried through with scrupulous care. The minutes 
of the Committee of Jurists which drafted the statute, the discussions in the 
Court during the preparation of the rules, the discussions in the Council and 
Assembly of the League, the judgments, orders and advisory opinions of the 
Court, the digest of decisions contained in the Annual Reports of the Court 
have all been utilized. The resultant mass of material has been fashioned 
into a readable, running comment under each section of the statute. This 
comment is, in each case, divided into three parts: precedents (including the 
Hague Conventions for the Pacific Settlement of International Disputes, and 
the Central American Court of Justice), history (comprising the drafting of 
the particular article of the statute), and interpretation by the Court and 
practise. 

The documentation of the Court, more complete than that of any other 
similar institution in the world, has become so voluminous that any aid to its 
use is valuable. An aid of this kind, however, is more than a handy guide. 
It is rather a word picture of the genesis and life of an institution. As such, 
it is not too much to say that this volume is altogether indispensable for any 
student of the Court. 

The Institute of Foreign Public Law and International Law announces this 
as a companion volume to the series of Fontes Juris Gentium. While no 
editor’s name appears on the title page, the bulk of the work was done by 
Count von Stauffenberg, a member of the staff of the Institute, formerly 
employed by the Registry of the Permanent Court. 

A. H. FELLER.* 


® See BaceHot, ENcitisH Constitution (2d ed. 1872) Introduction. 
10 P, 251. 
* Instructor in Government, Harvard University. 


* Thayer Teaching Fellow, Harvard Law School; co-editor of DrepLomatic AND 
ConsuLar LAws AND REGULATIONS (1933). 
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Lawyers Must Eat. By Alexander L. Schlosser. New York: The Van- 
guard Press. 1933. Pp. 248. $2.00. 


The author of this book is a former newspaper man with a flair for pre- 
senting dramatic incidents in good journalistic style. He contrasts effec- 
tively Lincoln’s modest estimate of the financial value of his services with 
former Comptroller Craig’s demand for $350,000 as his fee in the Inter- 
boro Rapid Transit case. He tells the tale of the widow of Dr. Tims, who 
was robbed of her husband’s estate by the judge whom her husband had 
named as executor and trustee, and follows this by an account of the litiga- 
tion over the Gould estate, which cost $2,500 per hour. He describes with 
vivid humor the career of Barnett, the Indian Oil King, whose lawyers tried 
to collect a fee of $200,000 for recovering $500,000 out of which the stupid 
Indian had been duped. From the disclosures which followed the bank- 
ruptcy investigations by Colonel Donovan, he skillfully selects the most 
revealing testimony in the proceedings against Judge Moscowitz, and the 
spectacular story of the sordid conspiracy involving Steinhardt, Pinner, and 
Judge Winslow, which resulted in the forced resignation of Winslow and in 
the suicide of Steinhardt. He paints intriguing pictures of imaginary scenes 
with voluptuous blondes as preliminaries to collusive divorce actions, and 
chooses for comment the most interesting instances of ambulance chasing 
by disreputable lawyers. The Seabury investigations furnish him material 
for descriptions of bribery and corruption of bench and bar, and for a sketch 
of the downfall of Magistrate Jean H. Norris. All of which enables him to 
wind up with a plea for a bar of better education and higher moral character in 
a chapter headed Maybe Honesty is the Best Policy. 

While he is doing a newspaper job, he is competent and attractive. When 
he poses as learned in the literature of the law, he utters such absurdities 
as: “Indeed, Sir William Blackstone’s Commentaries remains today the 
leading text book on law, not only in his native land, but in America.” + 
When he is attempting to demonstrate the inherent soundness and rectitude 
of the legal profession and echoes the platitudes of past presidents of the 
American Bar Association, he does not charm; and when he essays to display 
erudition in legal history he is positively dull. If he had deleted the twenty- 
five per cent of his text which is outside his field as a journalist, he would 
have had a much better book and would have made his points much more 
effectively. 

E. M. Morcan.* 


JuveNILE DETENTION IN THE UNITED States. By Florence M. Warner. 
Chicago: University of Chicago Press. 1933. Pp. xi, 227. $2.50. 


All the major reforms in the treatment of juvenile offenders under Anglo- 
American law have been inspired by a single emotion-provoking tableau — 
the confinement of children with adult criminals. That appeal, a century 
ago, lay at the root of the founding of the English reformatories and the 
American “ houses of refuge”; thirty-odd years ago it fertilized the concept 
of our juvenile-court legislation. But notwithstanding the experience of a 
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hundred years, the erection of buildings, the enactment of statutes, we have 
yet to learn from Juvenile Detention in the United States that medievalism 
still persists. 

This coOperative study — Miss Warner beat into shape the results of an 
extensive field survey made by the National Probation Association — attacks 
the system of juvenile incarceration at its most vulnerable point. It avoids 
the arguments of the spare-the-rod school of criminologists by considering 
only the treatment of juveniles pending the disposition of their cases, when 
they are for the most part presumptively innocent. And yet this survey 
pieces together from the miserably kept records of one hundred forty-one 
areas in thirty-eight states a statistical story of ignorance and neglect that 
recalls Oscar Wilde’s observations of children in Reading Gaol and even, in 
details, smacks of Dickens. 

Some of the facts are these. During the period of study, among the total 
of about 118,000 detained children, over 16,000 were in jails or police sta- 
tions, and a few hundred more were in almshouses and infirmaries. In one 
city all dependent and young delinquent children were kept in bed in a hos- 
pital twenty-four hours a day —at a cost to the city of $1.50 a day per 
child. The length of detention would vary according to the system of re- 
mand and the frequency of court hearings (in the modal group of com- 
munities the court met regularly only once a week); but in some communi- 
ties the average period of detention was a year. Such extended detention 
arose from the fact that the homes were often crowded by confining de- 
pendent children as well as delinquent, by holding committed delinquents 
pending transfer to an over-crowded institution, and by using the homes as 
a means of disciplining difficult children without declaring them delinquent; 
frequently detention homes were merely “ parking stations” for children. 
In most communities where facts were available, the child was taken first to 
the police station and his case entered on the blotter; in thirty-nine com- 
munities the means of transporting the children was the Black Maria. Even 
though detention homes may be superior to jails, their equipment and per- 
sonnel were often found to be sadly deficient ; in half the public homes officials 
admitted that politics influenced staff selections, and in over half the homes 
where the information was available the salaries of superintendents was less 
_ than $1,500 a year. Notwithstanding compulsory school-attendance laws, 
fourteen detention homes gave no schooling whatever, and in many there was 
only a pretense of school; recreation was usually unorganized, with conse- 
quent multiplication of disciplinary problems. 

The statistics in the book are admittedly crude “ because the records were 
woefully inadequate and in some cases nonexistent.” + Information from the 
various areas of study differs in kind and in quality, making comparisons 
dangerous; material gathered from interviews with officials whose standards 
the study itself decries is of questionable accuracy. But, for all those dif- 
ficulties, let it be said that the survey is scientific rather than propagandist in 
spirit, and that the compiler has not attempted too refined statistical manipu- 
lation of the rough figures. If one overlooks the author’s homiletic habit of 
sprinkling the factual presentation with matters of opinion — albeit reason- 
ably objective opinion — the volume gives the impression of straightforward 
reality. 


2 Pp. 6. 
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Three decades of experience with our supposedly chancery treatment of 
child offenders have not turned the courts into philosophical parentes patrie. 
The experience rather demonstrates the lotus-eating proclivities of a public 
which rests assured that a job is done as soon as a statute is enacted. What 
are we to do about it? “ Detention”, Miss Warner says, “ should not be a 
routine procedure, but a selective process, where the personality of the child 
and all of the factors entering into the problem are considered.” 2 To make it 
a selective process it must be administered by trained social workers and by 
socially minded juvenile-court judges. One of the obvious — and apparently 
ineffective — methods of improving administration is through community 
self-analysis against the background of such a survey as this. What we need, 
instead of a breath of self-criticism, is a gale of popular indignation, such as 
led to the enactment of our juvenile-court laws. Maybe these studies of the 
treatment of young offenders made by the National Probation Association, 
the Wickersham Commission, and the Harvard Law School’s Crime Survey 
are clouds on the horizon that give promise of a real storm. ; 


GEOFFREY May.* 


BOOK NOTES 


A Srupy or CorporaTion Securities. By Arthur Stone Dewing. New 
York: The Ronald Press Co. 1934. Pp. ix, 429. $4.00. 


This book is an amplification and modernization of the first eight chapters 
of The Financial Policy of Corporations (Rev. ed. 1926) by the same author. 
Nearly half of it— the portion devoted to bonds and other forms of funded { 
debt — is little more than a verbatim reprint from the earlier work. On the 
other hand, the increased use of stock and stock purchase warrants as methods 
of financing during the latter years of the boom period and the important q 
changes in law and corporate practice with respect to certain matters relating f 
thereto have led the author not only to give considerable space to such recent E 
developments as statutory stated capital and stock split-ups but to elaborate ; 
and recast his entire presentation of the subject of capital stock. Even here, 
however, many of the sections of the earlier work, including some that con- 
tain rather serious misstatements of law, have been retained in their original 
form. An excellent introductory chapter on corporate history is concluded , 
by remarks about the wide gulf between the ancient and the modern corpora- 
tion which give the chapter the air of being a display of erudition largely f 
irrelevant to the author’s purpose which, as described in his preface, is to j 
analyze the various financial instruments which American business corpoxa- 
tions have issued in order to obtain funds. This analysis is in the main well 
done, but its claim to be an analysis rather than a mere description must rest 
mainly on those parts of it which are copied from the earlier work rather than 
on the new matter which it contains. 


2 Pp. 156. 
* Of the Inner Temple, Doctor of Laws (London). General Secretary, Family i 
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CRIMINALS AND Po.itictans. By Denis Tilden Lynch. New York: The 
Macmillan Co. 1932. Pp. v, 256. $2.00. 


This book is denominated a “ study of the alliance of organized crime and 
corrupt politics,” being particularly concerned with the officially protected 
operations in Chicago and New York of what Mr. Lynch calls “the new 
aristocracy”. Bootleggers, kidnappers, the racketeers who prey upon the 
shipping, dairy, poultry, cleaning and dyeing, laundry, and other businesses 
—all receive attention in the short span of 256 pages. It is not surprising, 
therefore, that the reader feels somewhat bewildered by the rapid succession 
of characters who appear but briefly in the flying panorama. Likewise he 
finds that he is not greatly interested in acquaintances of such short stand- 
ing, a result which is partially attributable to the none too engaging style 
of the author. The statement that the material for the book was gathered 
by Mr. Lynch “ as part of the day’s work ” on the New York Herald Tribune 
engenders the suspicion that its publication in book form was undertaken 
without the care in organization and manner of expression which might 
otherwise have been bestowed. This is unfortunate. The part played by 
corrupt politics in fostering the growth of organized crime should be of 
great interest to all thinking Americans; the story deserves a better telling 
than that which Mr. Lynch has given it. 


THE CoMMERCE CLAUSE OF THE UNITED STATES CONSTITUTION. By Bernard 
C. Gavit. Bloomington, Ind.: Principia Press. 1932. Pp. liii, 568. 
$10.00. 


There has been need of more than one work on the commerce clause. At 
the very least, there has been room for a treatise which arranges its materials 
from the point of view of the activities and instrumentalities affected by the 
commerce clause, and for a treatise organized around the sovereign powers 
which are exercised under it. Under the former arrangement, subjects like 
railroads, commodities exchanges, and advertising would be treated integrally, 
with piecemeal treatment of federal and state powers. Under the latter ar- 
rangement, such subjects must themselves be treated piecemeal, under such 
major titles as federal regulation, state taxation, etc. Professor Gavit’s 
book follows the latter plan, which is the more traditional in treatises and 
casebooks on constitutional law. A useful feature of the book is a list of cases 
in which federal and state regulation, respectively, have been upheld or over- 
thrown; these cases are numbered to a list of 839 Supreme Court cases in- 
volving the commerce clause, with a brief statement of the holding in each. 
The usefulness of the book might have been increased by a more complete 
index which would have served some of the purposes of a book organized on 
instrumental lines. More attention might have been given also to the de- 
velopmental aspects of the subject, for at times there is more movement in 
the decisions than in the commerce with which they are concerned. It is to 
be regretted that the author has not given unified treatment to the rdle of 
Congress (which he minimizes) in marking the bounds between state and 
federal control. Such a discussion might include the “doctrine of super- 
sedure ”, as the author terms it, the “ adoption” of state laws by Congress, 
the yielding of power by Congress to the states, as in the Wilson Act, and 
federal measures for making state action effective, as in the Webb-Kenyon 
Act, the Hawes-Cooper Act on convict-made goods, and the pending Wagner- 
Lewis unemployment insurance bill. 
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THE NEGRO PROFESSIONAL MAN AND THE Community. By Carter G. Wood- 
son. Washington: The Association for the Study of Negro Life and His- 
tory, Inc. 1934. Pp. xvii, 365. $3.25. 


The problem of the Negro lawyer is more difficult of solution than that of 
the colored member of the other learned professions. Because of the feeling 
in the South that the law is a calling especially reserved for the socially elite 
he is practically barred from the exercise of his talents in that section where 
the community which would support him is most numerous, and is restricted 
to those Northern cities having a substantial colored population. Even there 
his practice has been limited by the poverty of his clients and by the tendency 
of the white-educated portion of the colored community to seek the aid of the 
white advocate. As his practice is thus curtailed, the colored lawyer’s knowl- 
edge of and interest in problems related to more complicated business trans- 
actions lessens, and he becomes less able to aid in the economic advancement 
of his clients when an opportunity presents itself. The difficulty of securing 
a good legal education because of the necessity of having to make his own way, 
his potential client’s fear of prejudice on the part of white juries and white 
judges (unfounded as this may be), and the pressure of poverty with its pos- 
sible temptation to dishonesty and shady practice, all make his way a difficult 
one to tread. His problems and those of his professional brothers — the doc- 
tor, the dentist, the teacher, and the clergyman — are presented in Mr. Wood- 
son’s book, and carefully analyzed in the light of statistics gathered under 
personal supervision from all parts of the country, supplemented by the al- 
legedly inaccurate figures of the census. Although the study is valuable as 
indicating that the colored professional man has the ability to progress if given 
the opportunity, the wealth of statistical material may make its reading diffi- 
cult save to the sociologically-minded reader. 
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